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The school’s 24-page catalogue 
is available free upon request. 
Address your card or letter to 
the Secretary, LAS .... 


The LAS STUDENT 


Boticularly in the field of adult education, a school 
is dependent for its good name upon the accom- 
plishments of its students. 





e We are proud of the continuing success of thou- 
sands of IAS students both in business and in public 
accounting practice. The chief purpose of this mes- 
sage is to acknowledge their achievements* with 
respect and appreciation. 


e IAS studem: in general are exceptionally well 
qualified to pursue effectively a study program de- 
signed for adult education. They are mature; a 
recent survey showed an age range of 18 to 59, an 
average of 31 years. Most are married and hold 
responsible office jobs. 


e Many are college graduates; 7,641 college gradu- 
ates enrolled with IAS during the five years 1951-55. 


e The very fact that a man has completed a com- 
prehensive home-study course indicates ambition, 
self-reliance, willingness to work hard, and self- 
discipline. Sincerity of purpose is clearly demon- 
strated in that each student pays his own fee. 


© Qualities like these are not common today. That 
IAS men and women students possess them to a 
marked degree helps to explain why so many of 
our former students are found among the leading 
accountants throughout the United States and 
Canada. 


*For one example, more than 1,900 of those who passed CPA 
examinations during the five years 1951-55 bad obtained all or 
a part of their accounting training from LAS. 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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“ 
Accounting Machines save us more than 
100% annually on our investment!” — AMERICAN EXPRESS COMPANY, 


New York 


“Our vast network of sales outlets and services requiresa high In your business, too, National 
speed, modern accounting system. We estimate that National machines will pay for themselves 
Accounting Machines save us over 100% on our investment with the money they save, then 
annually continue savings as annual profit. 


“National's simplicity reduces operator training to a mini- vally pon pay at F, - 

mum. The many automatic features promote accuracy, because ys at Dayton 9, Ohio. 

what machines do automatically, operators cannot do wrong. 
“Our operators are pleased because they do their work 

with less effort and the flexibility 

of the National enables us to do tt Dtte LE 

several different accounting jobs 


on the same machine.” President 


THE NATIONAL CASH REGISTER COMPANY, barton 9, onto 


989 OFFICES IN 94 COUNTRIES 
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TIME IS MONEY 
These days, most Americans 
value their time too much to 
spend it trudging around pay- 
ing bills. Today, more people 
than ever maintain checking 
accounts affording them the 
safest, most convenient means 
of transferring money. George 
La Monte’s invention of Safety 
Paper made tamper-proof 
checks possible ...checks which 
provide the maximum of protec- 
tion. And over the years, a ma 
jority of the country’s leading 
banks have made La Monte 
quality and service their 
first choice. 


Ask your lithographer to show you 
samples ... or we will gladly send 
them direct. 


GEORGE LA MONTE & SON 
NUTLEY 10, NEW JERSEY 
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THE PRESIDENT’S PAGE 


N recent years, one of the great problems of industry has been the attrac- 
tion and development of personnel. This shortage of trained personnel 
has been existent in virtually every field of endeavor, and particularly acute 


among the more technical management skills. 


In time, shortages of personnel will be solved in much the same manner 
that any natural resource shortage is solved. Substitutes will be found 
through mechanization or automation. Marginal and sub-marginal jobs 
will be eliminated. More efficient methods will be developed to get higher 
yields from the same basic-raw materials. In some cases the demand will be 
such that the atmosphere becomes very favorable for attracting an additional 


supply. 


Under such conditions there are many problems to be met, and often 
some temporary compromise worked out as the best solution of the moment 
There also exists during such periods an abundance of opportunity. It is 
an opportunity for individuals to demonstrate ingenuity and initiative at a 
time when it is needed most. It is an ideal time for self-improvement because 


added responsibilities are waiting for those who are capable. 


Our national organization and local chapters are working diligently to 
encourage students to become interested in internal auditing. An even more 
effective way-of calling attention to internal auditing as a field of opportun 
ity is through the individual performance of internal auditors in their own 
companies. Superior performance, which in turn leads to individual recog 
nition, is a most compelling stimulant to those who are contemplating thei 
future career. It helps, immeasurably, to improve the stature of the entire 


profession in the process. 


There is no substitute for “Top Notch” results. 


E. F. RATLIFE 








THE AUDIT OF OPERATIONS’ 


By O’FERRELL ESTES 


General Auditor, Capital Airlines 


The success of internal auditing as an aid to management is dependent 
upon its extension into the field of operations. This talk deals with the nature 
and acceptance of this oroadened concept of the internal audit. 


A° General Auditor of the company, | report directly to our Vice Presi- 
dent and Treasurer. | am also a member of the Management Com 
mittee, which is composed of the elected officers of the company and other 
top management representatives. This group meets every two weeks for the 
purpose of formulating company policy and for approving the various pro- 


ams and plans of the several departments. 


gi 


The General Audit Division is divided into four separate sections or 
groups, with a supervisor for each section : 

1. Internal Audit Section. 

2. Field Audit Section. 
3. Property Accountability Section. 


+. Financial Management of the Vickers and Rolls-Royce Contracts. 


INTERNAL AUDIT SECTION 
The Statement of Responsibilities of the Internal Auditor, which was 
issued by the Institute in 1947 provides that the chief overall objective of 


internal auditing is to “assist management in achieving the most efficient 


administration of the operations of the organization,” and, to this, I would 


add : the most economical operation that can possibly be attained. 


In its reference to internal auditing, the statement says: “It deals pri 
marily with accounting and financial matters but it may properly deal with 
matters of an operating nature.” It is with this latter phase of internal audit 
ing that I should like to deal in this talk. 


In Capital Airlines, circumstances have forced us to be ever vigilant for 
cost-saving programs. This may have caused those in our audit division to 
do certain things which some may not consider a proper audit function. Cir 
cumstances and personalities have, however, appeared to make this desirable 
for us, although your particular situation may not make it so for you. 

Delivered at a meeting of the Washington Chapter of Tue Institute or INTERNA! 
Avupitors in Washington, D. C 


f 
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Independent public accountants are responsible for the verification and 
certification of the financial statements. While our work in the verification 


of balance sheet and certain income and expense accounts is performed in 


cooperation with them, it is of necessity subordinate to their work. How- 


ever, if our work is to be of value, we must go beyond the mere verification 


of accounts and enter the field of inspection and appraisal of operations. 


This raises the question: how do you get started in an operations audit? 


The answer is—such an audit may originate from the verification of the 


accounts ; it may be part of our regular audit program, or it may come from 


special assignments. 


We all do more auditing of operations than we realize. Perhaps some 


examples, which I consider in the category of audit of operations in Capital 


Airlines will prove this theory, or, at least generate some interest in this 


direction : 


l. 


} 





- 


When we audit the cash accounts, we are of course interested in a 
complete and accurate verification, but we are also interested in cash 
management policies, and how effectively they are carried out. Is 
unemployed cash properly and adequately invested? Are we expe- 
riencing unnecessary bank charges in certain accounts? Are the 
operating controls adequate to insure maximum protection of com 
pany funds, etc. ? 

When we make direct confirmation of accounts receivable, we are, 
of course, interested in the accuracy of the amounts, but we are also 
keenly interested in the comments and criticisms which may be writ- 
ten on the confirmations returned by the customers. The type of 
service we offer may cause some dissatisfaction among our custom 
ers, and investigation of these complaints will lead to corrective 
action that should improve the entire operation. From another view- 
point, when we age the accounts receivable, we are interested in col- 
lection practices, the follow-up procedures for old and slow-moving 
accounts, etc. 

We supervise the taking of inventories and make the necessary audit 
reconciliations, but we are more interested in the character of our 
inventories. We concern ourselves with the reorder policy and proce 
dures—the relative size of the investment in inventories—the treat 
ment of obsolescent items, and the general management of the in 
ventories. In a recent period, our analyses, recommendations, and fol 
low through led to a reduction in our investment in inventories of 


almost one million dollars. 


We have, upon request, made special surveys of departments within 


the company. This has involved personal interviews, which in one 
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case involved almost a hundred people. The purpose of this was 
to learn from them what they considered wrong with the organiza- 
tional set-up, supervision, procedures, office arrangement, general 
working conditions, etc. In this manner, they became part of the sur- 
vey and interested in the results. At the same time, we were evaluat- 
ing the employee's ability, efficiency, and production performance. 
Also important, we were looking for potential supervisors. As a 
consequence of this survey, we reorganized the department re-ar- 
ranged the office set-up and changed procedures where necessary. 
Supervision was improved, yet, at the same time, we saved the 
company more than $25,000 annually in salary expense. 

5. We have made special surveys of the purchasing department, with 
particular reference to-the organizational structure, as well as its 
operating practices and procedures. We were concerned in learning 
whether our buyers were merely order-placers, or were shopping 
round for the best buys. We also concerned ourselves with their 
scheduling of purchases, and whether it resulted in the maintenance 
of minimum inventories, and the conservation of our available cash 
reserve. 

6. In the audit of advertising expense, we are, of course, concerned 
with the verification of the charges, but we are also interested in 
seeing to it that the company has gotten its money’s worth. We look 
at an advertisement to see if the particular periodical has placed the 
advertisement where we want it ; we also look for apparent duplication 
of advertising coverage. After completion of this audit, we discuss 
our findings with the advertising manager on a personal basis. 

7. You may think this strange, but I am personally charged with the 
responsibility for controlling all capital expenditure requirements 
of the company. This means that all departments have to satisfy me 
first that their particular requirement is-essential to efficient opera 
tion. It may be an expensive piece of technical shop equipment, or it 
may be the construction of a hangar, an engine test cell, or something 
similar. I approve and process capital expenditures up to a certain 
limit, and submit all other expenditures to management for approval 
In the event I disagree with any expenditure, my point of view is 


O’FERRELL ESTES is a graduate of the Benjamin Franklin University. He has 
been with Capital Airlines for fourteen years and is now General Auditor of that 
company 

Mr. Estes has served as Chairman of the National Admissions Committee, as 
Regional Vice President, Middle Atlantic Region and President of the Washington 
Chapter of Tue Institute or INTERNAL Avpitors. He is at present National Secre 
tary of THe INSTITUTE 
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included in the report. The larger expenditures are submitted subse- 
quently to the Board of Directors for approval. 


FIELD AUDIT SECTION 


Our field audit program is designed to make the usual verification of 
cash, accounts receivable, ticket inventories, etc., but we enter into the 
audit of operations in the following ways: 


l. 


wn 


~ 





The efficiency of the organizational structure and the supervision of 
the operation under review is first examined. We have on many occa- 
sions made recommendations, which have been accepted, for the con- 
solidation of operating functions to allow for greater utilization of 
employees and to improve supervision. For example, we proposed 
the relocation of telephone sales offices into the city ticket office areas, 
so that during slack periods (within the twenty-four hour coverage 
period) we would require a minimum number of employees to cover 


both functions, with a corresponding reduction in staff requirements. 


Our examination and appraisal of prevailing conditions in a particular 
city have sometimes led to the abolishment of sales offices as not being 
economically advisable. 


Our field auditors, when traveling the line in their regular tour of 
duty, are expected to observe the passenger service offered by the 
hostesses. They also determine that the food menu is in accordance 
with that scheduled for the particular trip, and that the quality of the 
food is satisfactory. 


Our audit program requires the field auditors to telephone the res- 
ervations office of the operation under review and make a reserva- 
ation, for the purpose of confirming that the agent is a good salesman, 
and not just an order taker. The results are then reviewed with the 
local manager and reported to the headquarters staff. This informa- 


tion is used for supervision and training purposes. 


Our auditors have been requested by our Vice President of Sales 
to report on the general physical appearance of sales offices as well 
as the appearance of local employees. 


We review and report on the general condition and appearance of 
ground equipment, maintenance standards, replacement require- 
ments, etc. 


In still another field, our analyses revealed that we were incurring 
an unnecessary expense in placing more meals aboard our airplanes 
than were being consumed by the passengers. This caused us to 


recommend a change in policy, which was adopted, resulting in an 
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improvement in the ratio of meals ordered to meals consumed, with 
a substantial reduction in expense. 


INCREASE IN AUDIT FUNCTIONS 


We are constantly receiving requests from our operations people to per- 
form audits. Some of these come to me through the President of our com- 
pany, and some directly. The increase in the number of these requests, and 


the greater frequency of our audits of operations attests to the success of our 


broadened program of audit. 











THE APPLICATION 
OF STATISTICAL SAMPLING 
TECHNIQUES TO AUDITING 


By E. W. GAYNOR 
United States Army Audit Agency 


A common fear of statistical sampling is that it substitutes mathematics 
for judgement. The fact is that—properly applied—the statistical approach 
improves the ability to make a considered judgment and decision 

The author outlines the methods by which sampling enables the auditor 
to reach the point of decision sooner and with greater confidence than with 
other methods of testing. 


TATISTICAL sampling techniques have been an accepted tool of indus 

trial management in product quality control for many years. Recently, 
numerous applications have been developed in industrial and commercial 
organizations for the quality control of paper work. At this point however, 
auditing stands somewhat at the cross-roads concerning the use of these tech- 
niques. Considerable progress has been made but some skepticism still exists 
regarding the value of using new or unconventional methods. The science 
of prediction has, however, been advanced to such a degree that it can profit- 
ably be employed in auditing and accounting situations. It is the purpose of 
this paper to illustrate and describe some of the applications of statistical 
sampling technique that are currently being used in the field of auditing. 
THE CURRENT SITUATION 

Test checking and selective testing have been used in auditing for many 
years. Few people today would insist on 100% audits. Current practice, 
however, is in many cases solely governed by the concept of “materiality.” 
In determining sample size or the type of sample to be drawn, the auditor 
in most cases must depend “on judgement born of experience” ; a criterion 
that at best is very difficult if not impossible to evaluate. Further such 
criterion has no provision for adequately incorporating such concepts as 
risk, probability, or protection desired ; all very necessary elements of a log 
ical sampling procedure. Apparently the results of our efforts have been 
acceptable enough, but have they been as good as they might have been? 


STATISTICAL SAMPLING 
Statistical sampling is essentially a scientific method of prediction. A 


sample is drawn ; on the basis of the information produced by the sample an 


11 
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inference is made concerning the characteristic being measured ; and finally 
a conclusion is drawn concerning the attributes of the entire group or lot 
from which the sample was selected. It is thus a scientific expression of 
logical thinking. To achieve this the sampling plan must in some degree 
provide information concerning the variation of one item from another. If 
all items in a given work-lot were identical, the examination of one item 
would provide sufficient information on which to draw a conclusion con- 
cerning the entire lot. The difference between haphazard or unsystematic 
test checking or sampling and statistical sampling is primarily the fact that 
the latter, because it recognizes elements of risk, protection desired, and 
probabilities involved, measures the degree of variation that can be expected 
under given conditions. The paragraphs that follow will show how this is 
accomplished. 


BENEFITS OF STATISTICAL SAMPLING 
The consideration of any new plan or procedure must of course reflect 
the possible benefits that may accrue. So it is with statistical sampling. Gen- 
erally speaking the use of this technique will accomplish the following : 
1. It encourages the preparation of a pre-determined acceptable stand- 
ard. 


2. It measures variations from that standard. 


3. Because it measures variations, it provides information as to their 
cause, and thus the necessary tool to control them. 


4. It can provide this information on a continuing basis and at minimum 
cost. 


A FEW BASIC STATISTICAL CONCEPTS 


Before further discussing the use of statistical sampling plans, it is nec- 
essary that a few basic concepts be reviewed and defined. Since all of these 
concepts are adequately covered in various statistical texts, no attempt will be 
made to prove their existence or reasonableness. At this stage in the devel- 
opment of the science of prediction, the existence and performance of these 
concepts is hardly a point at issue. 


EDWIN W. GAYNOR is a graduate of the University of Detroit and holds a 
M.B.A. degree from the University of Michigan. He has contributed articles relating 
to the application of statistical techniques to business problems to the N.A.C.A. Bul- 
letin, The Federal Accountant, and The Accounting Review 


Mr. Gaynor is a member of the Plans and Policies Division of the Army Audit 
Agency. He was formerly a supervisor in the Detroit Branch Office and Cost Inspei 
tor in Charge of the Cedar Rapids Branch Office of the Comptroller of the Navy. He 
is a member of Tue Institute or INTERNAL Avpitors, The National Association of 


Cost Accountants, The National Office Management Association, and The Federal 


Government Accountants Association 
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RISK 


Any type of sampling plan or procedure for test checking involves som« 
risk of making improper decisions concerning the quality of the data being 
examined. If we were willing to take no risk, we would be forced to resort 
to 100% auditing ; and even then the incidence of error would not be fully 
precluded. Tests have shown that 100% audits or examinations do not nec 
essarily present the most reliable results. Elements such as boredom, fatigue, 
and repetition tend to detract from the reliability of such 100% examinations. 


Sampling plans designed without benefit of statistical principles lack a 
conscious evaluation of the element of risk. While the auditor using an 
unsystematic sampling plan, may in a remote manner evaluate this element, 
he has no tangible way in which to reflect this consideration in the plan 
itself. He must of necessity feel his way as well as he is able. 


\ssume in a given situation that we are willing to accept an error of 
1%. If we were to recognize no risk in using a sampling plan, we would be 
forced to examine substantially all of the work-lot. If however, we recognize 
the probability that once in twenty times we may conclude that the entiré 
work-lot is more than 1% defective, when in reality it is less than 1% 
defective ; and that once in ten times we may conclude that the work-lot is 
less than 1% defective when in reality it is more than 1% defective, we have 
established definite risk limits. In other words we recognize that we may at 
times come to incorrect conclusions, but place definite limits on the extent 


of such erroneous conclusions that we are willing to tolerate. 


Risk then is the relative assurance that we can expect to have concerning 
the accuracy of our decisions when sampling work-lots of a given quality 
The assurance or risk level may be set as high as desired. Of course, as the 
assurance level approaches 100%, the sample size also increases, and a point 
of diminishing returns is reached. The level at which the assurance level is 
finally set depends to a great degree on experimentation, the relative import 


ance of error, and a fine balance between possible results and probable error 


ACCEPTABLE QUALITY LEVEL 

Admitting the impracticability of absolute perfection may be difficult 
for accountants, but it is generally conceded, however, that where large lots 
of accounting data are involved absolute accuracy is practically impossible 
If the relative quality of accounting data is to be evaluated, it becomes im 
portant to set a degree of error which will be considered acceptable ; other 
wise the purpose of the evaluation will be an undefined goal. This acceptable 
degree of error we shall define for our purpose as the Acceptable Quality 
Level, and it or its equivalent is necessary for the design of any logical 


sampling plan. This concept of acceptable error is a point of great difference 
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between the unsystematic plan and the statistical plan. The former gives no 
positive recognition to an Acceptable Quality Level while the latter makes 
it an integral part of the plan itself. 


PROBABILITY 


Probability in the language of statistics, is the relative frequency with 
which we can expect an event to occur in the long run. In its practical appli- 
cation it provides us with the tool which predicts our chances of selecting 
an item with an error from a given work-lot based on the average number of 
errors in the work-lot. A little reflection on the benefits to be derived from 
the application of the law of probability will convince even the skeptic that, 
when incorporated into the design of sampling plans, it provides perhaps 
the single most important requirement of successful sampling; that is, the 
ability to predict our chance 6f selecting an item with an error as well as 
the ability to predict the relative quality of a work-lot based on the observa- 
tion of a given sample. 


VARIABILITY, THE FREQUENCY DISTRIBUTION, AND 
THE STANDARD DEVIATION 


As stated previously, if every item in a given work-lot were identical, 
the examination of any one unit would give an adequate estimate of the 
entire lot. It is a known fact however, that all things natural or artificial dif- 
fer from each other if only in a minute way. The degree to which they differ 
governs to a great degree the size and type of sample required to arrive at 
an adequate estimate of the parent group. The objective of a statistical 
approach is to provide a sample of sufficient size and possessing proportion- 
ately the same characteristics as the work-lot from which it is selected. 


When charted, the variability of different types of data will produce 
curves of varying dimensions. In statistical sampling our interest lies in 
what is commonly called the normal curve or distribution. The simplest 
description that can be given is that when charted as a curve it approximates 
the shape of a bell; technically it is an approximation of the binomial distri- 
bution. As we shall see later it is essentially a method of implementing the 


law of probability. 


The basis for the graphic representation of the variability of data is the 
frequency distribution. It may be defined as an orderly array or presenta- 
tion of a series of measurements by logical segments of variability. Thus in 
Figure 1 (page 21), there is illustrated the frequency distribution of 100 
samples of 100 each from a work-lot of 1,000 invoices that contained 40 
defective invoices. This distribution, even though it is somewhat skewed, 
approximates the normal sufficiently, so that we can make use of the known 
properties of the normal curve for purposes of prediction. 
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Figure 2 (page 21) presents the same frequency distribution as a graphic 
curve. The value in knowing that the results of sampling will fall into this 
pattern lies in the fact that since we know the properties of the normal curve, 
we can predict the expected incidence or behavior of other similar samples. 
The device for accomplishing this is called the standard deviation. 


The standard deviation can be defined as the basic measurement of dis- 
persion about the average. It can be proven that in any normal distribution, 
or one that closely approximates it, there will be the following dispersion of 
data about the average. 


68. % of the data will fall within + or — one standard deviation. 
95. % of the data will fall within + or — two standard deviations. 


99.7% of the data will fall within 4+- or — three standard deviations. 


The principal value to be derived from the use of this measurement is its abil- 
ity to disclose where most of the data would fall under normal circumstances. 
Thus, if it is known (or estimated) that the average percent defective of a 
given work-lot is 4%, and the standard deviation of the measurements is 
1.5, it can be concluded that 99.7% of the expected samples will fall between 
0 and 8.5% defective. This is graphically illustrated in Figure 2. There we 
have indicated the 1, 2, and 3 sigma limits for the 100 samples referred to 
above. A tabulation of the 100 samples indicated that on the average the 
work-lot was 3.9% defective; this is almost unbelievably close to the true 
percentage defective of 4%. The standard deviation for this group of samples 
was computed and found to be 1.9. With this information we could predict 
that in the long run, and as long as no other outside influence was injected, 
future samples from this work-lot would fall within the following limits: 


68. % of the samples would fall between 2 and 5.8 defects per 100. 
95. % of the samples would fall between .1 and 7.7 defects per 100. 


99.7% of the samples would fall between —1.8 and 9.6 defects per 100. 


Thus, if any given sample indicated as many as 9 defective invoices out of 
a sample of 100, we could conclude that such a sample might have been 
selected from a work-lot that was no more than 4% defective. 


Comparison of the above limits with the observations in Figure 1, indi- 
cates that of the one hundred samples drawn, more fell into the one and two 
sigma limits than anticipated. This is primarily due to the fact that as a basis 
for approximating the normal distribution, 100 samples are not a large 
group of observations. As the number of samples would be increased, both 
the frequency distribution and the charted curve would tend to more closely 
approach the normal. 
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OPERATING CHARACTERISTIC CURVE 
The operating characteristic curve (abbreviated OC Curve) is really 
a blueprint of a sampling plan. It shows for any given fraction or percent 
defective in a submitted work-lot, the probability that such a work-lot will 
be accepted by the specified sampling plan. Thus, through the combined use 
of the OC Curve and the law of probability, we can prove the fallacy of fixed 
percentage samples. Assume that all work-lots are 5% defective and that 
the established practice calls for a 10% sample. Selecting samples in this way 
will result in the following : 
Submitted Work-lots Which 
Are 5% Defective—Wiil Be 


Size of Accepted Indicated % of the 
Work-lot 10% Sample Time 

1000 100 % 

200 20 37% 

100 10 %o 


The above indicates how fallacious the idea of fixed percentage samples 
really is. Based on the facts outlined, 5% defective lots would be accepted 
from 1% to 60% of the time. While the foregoing disproves the fixed per- 
centage theory, it also proves the fact that from the standpoint of quality 
protection the absolute size of a random sample is much more important 
than its relation to the work-lot. 


APPLICATION OF STATISTICAL SAMPLING PLANS TO AUDITING 


The previous discussion of the various statistical concepts leads us to our 
ultimate objective ; that is practical application. With a thorough knowledge 
of these concepts and principles any of us could design and develop statis- 
tical sampling plans to fit our needs. This however, becomes time consuming 
and at times slightly burdensome. Fortunately there are plans already de- 
signed which we can appropriately use. 


This phase of the discussion will be limited primarily to situations where 
the purpose of an audit is the desire to determine that a given system is being 
followed. It has as its basis the concept of the controlled process—controlled 
in the statistical sense—that is, we expect only chance errors. Any deliberate 
attempt to introduce error or change will throw the process out of control 
The accounting system has presumably been properly designed and installed. 
So !ong as the data entering that system is being processed according to the 
designed plan, the result can be nothing but acceptable. Within that system 
however, there are numerous opportunities for error. The object of the 
audit is to determine the extent of these deviations and evaluate their effect 
upon the operation. With this concept, opportunities for error may be con- 
sidered in determining sample size rather than absolute numbers of invoices, 
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vouchers, etc. The decision as to which should be used can be made depend- 
ing upon the circumstances in the case. 

Table I (page 22) presents a collection of single sampling plans which 
have been used by the writer during the past few years. The plans have been 
employed in situations where the size of the work-lot is readily ascertainable, 
that is the work-lot is finite. The Table really serves two purposes. First, it 
provides a basis for selecting a desirable sampling plan, and second, after the 
sample has been audited it serves as a basis for predicting the probable qual- 
ity of the work-lot from which the sample was drawn. To illustrate ; assume 
1 work-lot of 10,000 items and an Acceptable Quality Level of .035%. The 
Table indicates that for the AOL specified a sample of 225 items should be 
selected at random. We further find that in the audit of the sample we must 
discover no errors in order to be certain of maintaining the specified AQL. 
Turning to Table I (a) (page 23) we locate the OC Curve for the sampling 
plan selected and find that under the circumstances we would be accept- 
ing lots that are .035% defective about 95% of the time and that 5% of the 
time we would be accepting lots that are as much as 1.37% defective. If we 
feel that this indicated risk is either too high or too low, we can review the OC 
Curves of other plans and select one that appears to better suit our needs. 
\ssume now that we audited the 225 items and found 5 errors. Since the 
Table provides for an acceptance number of no errors for an AOL of 
035%, we know that the sample indicates that the work-lot does not meet 
our standard. Reading from the Table however, to the point where 5 errors 
indicate acceptance, we find that 5 errors out of a sample of 225 indicate 
an AOL of 1%. We can thus predict that based on the audit of the sample 
the work-lot contains error equal to an AQL of 1%. 

Table II (page 24) presents the acceptance points for a series of 
Sequential Sampling Plans. These plans have been developed and used by the 
writer primarily where the size of the work-lot is not readily ascertainable, 
(that is where the work-lot can be considered infinite) and in situations 
where a very low degree of error is acceptable. 

In the Sequential Sampling Plans the AOL is expressed as a range of 
acceptable error. Thus p; represents the ratio of acceptable error, while po 
designates the point beyond which error cannot be tolerated under the given 
circumstances. As indicated on the Table, a and B represent the values 
assigned to the risk of making improper decisions when either p; or po 
is a fact. A review of the selected OC Curves presented in Table II (a) 
equal to p; will be accepted 95% of the time, while lots bearing error 
(page 25) indicates that when a = .05 and B = .10, lots containing error 
equal to pe will be accepted 10% of the time. This definite indication of the 
protection afforded and the assurance with which it can be accepted is an ex- 
tremely important characteristic that makes the use of Sequential Sampling 
Plans so adaptable to auditing. 
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Table II like Table I can be used both as a basis for selecting a sampling 
plan as well as the means of predicting the estimated quality of a given work- 
lot. Assume that for a given audit we establish p, at .005 and pe at .01. 
Referring to Table II we find that the minimum random sample is 447. If 
we select and examine the sample and find no errors we can be satisfied 
that the work-lot meets the prescribed standard. If however, we should find 
| error, we would have to examine an additional 138 items (585-447) and 
find no additional error in order to be satisfied that the work-lot meets the 
desired quality standard. If however, we should find 4 errors and did not 
immediately wish to examine the additional 554 items (1001-447) we could 
go to Table II and by finding a sample size as close as possible to 447, 
under the column for 4 defects, predict the approximate quality of the work- 
lot from which the sample was drawn. Reading down the column for 4 
defects we find that a sample size of 440 is as close as we can approach 447, 
and that the parameters of this plan are py = .0025 and pe = .03. We can 
thus conclude that the work-lot from which the sample was selected closely 
approximates the quality indicated by the parameters of the indicated plan. 
\t this point we can make a decision to draw further samples or conclude 
that the quality indicated is satisfactory. 


CONTROLLING DOLLAR ERROR 


So far we have discussed only the control of the number of errors. 
Numerous occasions arise however, where it is desirable to control the dollar 


amount of error. 


The most general procedure utilized is to assume that the entire work- 
lot contains the same ratio of dollar error as that indicated by the sample. 
The real difficulty with this approach is the fact that most groups of account- 
ing data vary widely in the dollar amount of the individual items. We may 
state that in a work-lot of $1,000,000.00 we are willing on the average to 
accept .5% error. However, there is considerable difference in the absolute 
dollar amount between a .5% error on a $10.00 invoice and on a $50,000.00 
item. In other words the variability of dollar error seriously complicates the 
situation. We shall discuss several ways of minimizing this problem. 


A sample drawn at random will be a close approximation of the work- 
lot. Figure 3, (page 26) illustrates the actual distribution by dollar value of 
1747 invoices, as well as the distribution obtained by selecting a random 
sample. (This is an actual case.) Comparing columns 3 and 5 we find that the 
random sampie is a reasonable approximation of the lot. Generally speaking 
where a sample is selected at random, it is so representative of the work-lot 
that the chance errors that are discovered should be a reasonable indication 
of the quality of the entire work-lot. Thus random selection is the most ele- 
mentary tool for minimizing the variability of dollar error. 
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Another method that can be of use in the control of dollar error is strati- 
fied sampling. Most groups of accounting data can be divided or classified 
by dollar value. In stratified sampling the data is first divided into several 
dollar classes ; the sample is drawn proportionately from each strata; and a 
ratio of dollar error computed for each. If a sample indicates that dollar 
error for any one strata appears greater than we wish to tolerate, a decision 
can be reached concerning the course of action to be taken. 

The final method is discussed and the one considered the most reliable is 
the use of the X and R charts. These charts measure the deviations from 
a given standard and offer a technique to determine whether the measure- 
ment being analyzed indicates a situation that is either “in control’ or “out 
of control.”” By control in this case we mean statistical control, i.e. if the 
variability of our measurements is due to numerous causes, as found in a 
normal distribution, we are in control. If, on the other hand, the variability 
is due to large assignable causes, the process is out of control and we can 
begin to investigate the cause for this situation. The X Chart measures the 
variability of the averages, and the R Chart measures the variability of the 


range within a given sample. 


The subject of control charts is very well presented in “Statistical Quality 
Control” by E. L. Grant. Application of the technique to cost situations was 
discussed in two articles in the June 1954 issue of the N.A.C.A. Bulletin 
The first “Calculating Control Limits for Cost Control Data” by C. E. 
Noble, and the second “Use of Control Charts in Cost Control” by the 
author of this article. However, this illustration is presented to show the 
application of the Control Chart technique to the control of dollar error. 


Figure 4, (page 26) presents the results of 10 samples of 5 items each as 
well as the calculation of control limits for the average and the range. This 
same information is plotted on cross section paper in Figures 5 and 6 (page 
27). The 10 samples were initially taken to provide data from which a con- 
trol pattern could be established. It can be noted immediately that samples 3 
and 9 indicate that the range is out of control. This means that something is 
happening within the process which causes errors to occur in larger dollar 
amounts than could be expected if only chance causes were operative. Inves 
tigation uncovered the causes for the out of control situation and corrective 
action was taken. As future audits were performed, the results of the audit 
of each sample were plotted, and each time-an out of control situation was 


indicated, necessary action was taken to determine the underlying cause. 


\n interesting observation in connection with this example is the fact 
that the audit revealed a total error of $16.72 for 50 invoices or $.3344 per 


invoice. As an overall average this was quite acceptable ; however, it gave us 
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no information concerning the range of individual errors or the magnitude 
of the errors that contribute to the average. The 3 sigma control limits that 
were established, told us where we could expect 99.7% of the data to fall 
providing the situation remained reasonably constant in comparison with 
the initial 10 samples. 


This technique offers an excellent method for control in situations where 
audits are being performed frequently or on a continuous basis. It high- 
lights those situations which are causing an excessive amount of error but 
which are completely lost in the computation of averages only. It offers 
an opportunity to reduce the amount of error, even though in absolute terms 
it may be acceptable under current standards. 


GENERAL CONSIDERATIONS - 


It must be emphasized that the applications described are not mere 
philosophical musings. They have and currently are being used as a tool to 
assist the auditor in drawing proper inferences and conclusions, but in no 
event are they to be considered substitutes for true judgment. The term 
judgment, however, is often merely a reflection of our inability to give a 
firm opinion or directive. All too often we tell an auditor to “use your judg- 
ment in selecting the sample,” when we really meant to say “I honestly don’t 
know how large the sample should be, how it should be selected, or how 
much error we can tolerate, but we have to finish this job, so do the best 
that you can.” If this is judgment, then statistical sampling is certainly a 
very good substitute for it. However, true judgment is defined as “the 
power of making a proper decision,” and is required in everything that we 


do. There is therefore, little ground for the fear that the use of statistical 


sampling techniques will make mere mathematical computers of account- 
ants. If nothing else it will give us an excellent means for justifying our 
conclusions. The statistical approach merely highlights the point at which 
a decision must be made, and in no way implies only the choice between ac- 
ceptance or rejection. In auditing we really cannot reject a work-lot; we 
must either accept it, re-work it, or adjust it. By employing the methods 
discussed we can reach the point for making a decision sooner and with 
greater confidence than under unsystematic sampling or test checking. In 
attempting to reach these decisions it often happeris that two or more audi- 
tors will come to conflicting decisions based on facts revealed by a given 
sample. Statistical inference is extremely valuable in such cases, for it can 
objectively evaluate the results in terms of the risk, the probabilities in- 
volved, as well as other attending factors and point the way toward a log- 
ical conclusion. Use and experimentation will refine these techniques to the 


point where they can become part of the accountant’s basic equipment. 
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ACCEPTANCE POINTS 
FOR SEQUENTIAL SAMPLING PLANS 





















@axigum risk of accepting a work-lot when P2 isa fact. 


1037 
391 
463 
637 
881 

1406 

2318 

1279 

1766 

2974 

3518 


No. of Defects Found 0 1 2 3 4 
P) P2 SAMPLE SIZE 
-01 07 37 68 100 132 165 
.0025 06 38 92 146 201 255 
-15 20 38 43 48 54 60 
. 005 06 40 84 129 174 218 
.10 15 40 48 56 64 72 
-05 10 42 55 69 83 97 
-02 07 43 68 93 118 143 
-03 .08 43 63 82 102 121 
0% -09 43 59 | 75 91 107 
-O1 - 06 44 79 115 150 186 
-20 24 44 48 53 57 62 
.0025 0s 47 109 161 233 285 
.005 05 49 99 150 201 252 
-10 14 50 58 66 75 83 
-05 .09 53 67 82 96 Lil 
-04 . 08 53 70 87 104 122 
-03 07 4 75 96 117 138 
-O1 05 55 % 135 174 215 
-02 -06 55 62 110 137 164 
-0025 04 59 132 205 279 352 
-005 .% 63 122 181 240 299 
-10 13 67 75 84 93 101 
04 .07 71 89 108 126 145 
.05 . 08 71 86 102 117 133 
-03 -06 72 95 118 141 164 
-02 -05 73 103 133 164 194 
-O1 06 74 119 165 211 256 
-0025 .03 81 170 260 350 440 
.005 03 89 160 231 303 374 
.05 07 106 122 139 156 173 
04 06 107 127 147 167 188 
+03 05 109 135 160 185 211 
.02 04 110 145 179 214 248 
.O1 03 lll 165 220 275 330 
. 0025 02 128 246 364 482 600 
005 02 149 240 333 425 $17 
-0025 01s 179 322 465 608 751 
-03 04 218 247 275 304 333 
.02 03 220 260 301 M1 382 
-O1 02 222 291 360 429 499 
-005 01s 223 332 441 552 661 
-0025 01 299 483 668 852 1037 
.001 007 374 698 1022 1346 1670 
.005 ol 447 585 724 862 1001 
0025 0075 449 667 887 1106 1326 
-001 .005 562 963 1365 1767 2169 
.001 . 006 3 749 1210 1672 2134 82596 
Py * the proportion of defectives allowable in an acceptable work-lot. 
P> * the proportion of defectives which cannot be tolerated in a work-lot. 
@ « the maximum risk of rejecting a work-lot when pj) is a fact. 
B « the 


‘ription and outline for use of this chart found on pages 17 and 18. 
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No. of No. of 
Occurrences Percentage Occurrences 
In Work-Lot of Total In Random sample 
156 8.%, 10 
87 5 6 
332 19 28 
313 18 31 
149 8.5 10 
78 4.5 9 
136 7.8 17 
1% 7.7 10 
200 11.4 19 
93 5.3 10 
40 2.2 
28 1.6 
i 1 = 
1,747 100.2% 150 
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Fig.3. Comparison of distribution by dollar value of 1747 invoices with sample of 150 drawn 


at random. 


Observed Error -- Ten Samples 











Sample Observations Within The Sample Z R 
Number 1 2 3. 4. 5. Average Range 
l $ 0 $ 0 
2 0 0 

3 +$6.00 1.20 : 6.00 
6 3 + $1.86 .37 1.86 

» s 0 0 
S 3 + $3.00 -60 : 3.00 
, s 0 0 
S 3: 0 0 
= + $1.22 +34. 64 1.17 4.64 
10 : 0 0 
Total $ 3.3% $ 15.50 
Computation of 3 sigma control limits 

x *$ 3.34/10 = § .3% 

R = $15.50/10 « $1.55 

Gontrol Limits for x 

4K .3% 

K 1.55 

Factor A? 58 

UCL = -3% + (.58 x 1.55) 1.23 

LCL s .3% - (.58 x 1.55) - .56 

Control Limits for R 

R 1.55 

Factor Dy 2.11 

UCL « 2. ll x 1.55 3.27 





Fig. 4. Observed error in t 
Control Limits for 


- 


samples of five items each and calculation of Upper and Lower 


and R 


Description for Figures 3 and 4 found on pages 18 and 19. 
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Fig 5. X Chart for data presented in figure 4. 
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PROBLEMS RELATING TO 
MANUFACTURERS’ EXCISE 
TAXES 


By CHARLES H. FRIEDRICH 


Arthur Young and Company 


The auditor's ability to save his company money is perhaps one of the 
most impressive revelations of his usefulness. A fertile field for such pur- 
suits lies in manufacturers’ excise taxes. The author leads us through this 
interesting field, insofar as it_applies to the United States, and examines 
some opportunities which many of us may perhaps have overlooked. 


ANUFACTURERS’ excise taxes are imposed by Subtitle D, 
Chapter 32, of the Internal Revenue Code of 1954 which comprises 
sections 4061 to 4226. These taxes do not apply to all products manufactured 
in the United States but are limited to the specific articles enumerated in the 
statute. They may be based on weight (tires and tubes), volume (gasoline 
and lubricating oils) or sales price (automobiles, household and entertain 
ment equipment, etc.). 


Until comparatively recently business men and their advisors have evi- 
denced little interest in technical problems relating to excise taxes. This lack 
of interest has probably been due to the apparent simplicity of taxes meas 
ured by either physical volume or selling price. Deductions to arrive at the 
net tax base, the source of most income tax controversies, are very limited 
in scope. In addition, excise taxes are generally regarded as a cost to be 
passed on to the consumer and refunds must generally be returned to the 
customer. A recent Court of Claims decision (General Motors Corporation 
(Frigidaire Division), 121 F. Supp. 932) emphasized that certain manu- 
facturers’ excise tax refunds are not required to be refunded to the pur- 
chaser. The rash of refund claims, many for substantial amounts, which re- 
sulted from this case has stimulated a new interest in these taxes. In addi- 
tion, manufacturers are coming to realize that excise taxes are an clement 
of cost, a reduction of which can give a manufacturer an advantage over his 
competitors. 


The most common problems which arise in connection with manufac- 
turers’ excise taxes relate to questions of who is a manufacturer, how is the 


selling price (tax base) determined and what transactions are exempt. 
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Problems Relating to Manufacturers’ Excise Taxes 
DEFINITION OF A MANUFACTURER 


General Definition 


The Regulations (Reg. 46, Sec. 316.4) define a manufacturer generally 
as one who produces a taxable article from new or raw material (including 
scrap, salvage or junk) (1) by processing or changing the form of the 
material or (2) by combining or assembling two or more articles. Whether 
or not an assembler is a manufacturer depends on whether he produces an 
article where there was none before. For example, a retail truck dealer who 
buys chassis from one manufacturer, bodies from another and combines the 
two is a manufacturer. He produced a complete truck where there was none 
before. However, an automobile dealer who buys complete automobiles and 
exchanges the bodies before sale is not a manufacturer. He has not produced 


a new article. 


Where an article is sold as a kit or in unassembled condition, the person 
who sells the kit, not the person who assembles it for his own use, is the 
manufacturer. Thus, if a distributor sells a package containing all or substan 
tially all the parts necessary to produce a complete radio receiving set, th 


distributor is regarded as the manufacturer of the radio. 


Further Manufacture 


A concern that purchases taxable articles and uses them to produce other 
taxable articles is considered to be a manufacturer. For example, if a manu 
facturer of radio-phonograph combinations purchases a phonograph mechat 
ism (a taxable article in itself) and installs it in one of his combinations, he 
is a further manufacturer and liable for excise tax on the full sales price of 
the completed unit. However, he is taxed, in effect, only on the value which 
he adds to the taxable article. If he bought the component tax-paid, he is 
entitled to a credit against his own tax for the tax paid on the component. 
\lternatively, he may buy the component tax-free by furnishing the manu 
facturer of the component with an exemption certificate. However, inner 
tubes or automobile radio or television sets may not be purchased tax-free 


for use as material for further manufacture 


Further manufacture includes operations which do not improve the 
functional qualities of a product as well as those which add to the functional 
properties. If a manufacturer purchases an electric light bulb and colors it 
yellow so that it repels insects, that is a further manufacture which improves 
the functional properties of the article. If he purchases an unbranded bulb 
and puts his own brand on it, that is further manufacture which does not im 
prove the functional qualities. In both cases, the further manufacturer is 
liable for manufacturers’ excise tax on the article, with a credit for any tax 


which he paid to the original manufacturer. 
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Importer as Manufacturer 


A person who imports a taxable article for sale or business use is liable 
for manufacturers’ excise tax on the article. An importer is the person who 
holds title at the time the article is brought into the United States. Place of 
passage of title is determined by the intent of the parties, and the rules of the 
Uniform Sales Act are applicable. 


If an individual incidentally imports taxable articles for his personal use, 
manufacturers’ excise tax is not imposed. Thus, if an automobile dealer im- 
ports a European sports car and sells it to a United States customer, a manu- 
facturers’ excise tax is imposed. However, if the customer arranges to take 
title at the European port of shipment, the customer is an incidental im- 
porter for personal use, and no manufacturers’ excise tax is due. 


Sales by Other Than Manufacturer 


If a taxable article is transferred from the manufacturer in a trans- 
action to which no tax attaches, the subsequent sale by the transferee is sub- 
ject to tax. If a manufacturer dies, the heirs, executors, administrators or 
other legal representatives are liable for the tax when the articles are sold. 


A receiver or trustee in bankruptcy who conducts or liquidates a busi 
ness under a court order, is liable for tax on all taxable articles sold by 
him, regardless of whether the articles were manufactured or imported 
before or after he took charge of the business. An assignee for the benefit of 
creditors is liable for tax on all taxable articles sold by him as assignee. 


If one or more members of a partnership withdraw and the business is 
continued by the remaining partners or if new partners are admitted, the 
new partnership will be liable for tax on sale of taxable articles regardless 
of when imported or manufactured. A corporation which results from a con- 
solidation, or a stockholder who acquires taxable articles upon liquidation 
of a corporation, is liable for tax on all taxable articles sold. An obligee who 
receives taxable articles as collateral, is liable for tax if he sells the collateral. 


Where taxable articles are shipped on consignment, the manufacturer 
is liable for excise tax when the articles are sold by the consignee. How- 
ever, use of the consignment method does defer the time for payment of 
the tax until sale by the consignee. 





CHARLES H. FRIEDRICH, is a graduate of Columbia University and holds 
degrees of B.A. and M.S. He is presently engaged in practice as a certified publi 
accountant with the firm of Arthur Young & Company in New York 

Mr. Friedrich is a former member of the New York Socicty’s Committee on 
Federal Taxation, he is currently serving on the New Jersey Society's Committee on 
Federal Taxation. He is a member of the American Institute of Accountants, The 
New York State Society of CPAs and the New Jersey Society of CPAs. 
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Divided Manufacturing Responsibilities and Rights 

Regulations 46 (Sec. 316.4) state that under certain circumstances where 
a person manufactures or produces a taxable article for a person who fur- 
nishes material and retains title thereto, the person for whom the taxable 
article is manufactured or produced, and not the person who actually manu- 
factures or produces it, will be considered the manufacturer. Where a per- 
son, who has an exclusive license to record and sell a piece of music and 
owns the master recording, has records pressed by another person, who 
also furnishes the record compound, the licensee and not the presser is con- 
sidered the manufacturer of the records. The owner of a patent on automo- 
bile sun visors has been held to be the manufacturer although the visors 
were manufactured for it by another company on a unit price basis. 


The determination of whether the person who orders the work done is 
the manufacturer depends on the exact nature of the arrangement. For 
example, it was held that a contract between a taxicab sales company and 
an automobile manufacturer for the manufacture of taxicabs to the cus- 
tomer’s specifications was for purchase and sale and not for labor and 


materials. Thus, the taxicab sales company was not the manufacturer. 


Generally speaking, if.a person retains ownership of the material or com- 
ponents, he is considered the manufacturer even though the article is fabri- 
cated with the labor and machinery of another. Also if a person retains con- 
trol of the production and distribution of the article, he is considered the 
manufacturer even though another supplies the material or components and 
fabricates the article. 


Rebuilding as Manufacturing 


A rebuilder or reassembler of used parts is considered to be a manu 
facturer for manufacturers’ excise tax purposes where he carries the unit 
in stock for later sale or exchange. No tax liability is incurred in the mere 
disassembling, cleaning and reassembling (with replacement of worn parts 
with tax paid parts). If taxable parts are produced or purchased tax-free, 
tax is incurred when they are used by the reconditioner. 


A distinction is drawn between a person in the business of rebuilding 
and a mere repairman. If a person merely disassembles, cleans and reas 
sembles (including replacing and reworking of worn parts) unserviceable 
units taken in exchange from customers and then puts the unit on his 
shelf for use as a replacement for the next customer’s unserviceable unit, 
he is a repairman and no tax is incurred. On the other hand, if the person 
performs the same operations as the repairman but then places the unit 
in stock for sale to customers, he is a rebuilder and the rebuilt unit is sub- 
ject to tax. 
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Under present law (Sec. 4062(b) I.R.C. 1954) the tax base for rebuilt 
automobile parts includes only the cash received; it does not include the 
value of the like part taken in exchange. 


DETERMINATION OF SELLING PRICE 

General Rule 

In general the tax base is the manufacturer’s actual selling price at 
the point of distribution or sale. However, where the company employs a 
selling subsidiary or a manufacturing subsidiary, a series of court cases has 
held that the tax base is the price at which sales were made by the sales 
company. Also there are specific rules as to certain charges which are to be 
included in or excluded from the tax base. 


Specific Inclusions and Exclusions 


The law (Sec. 4216 L.R.C. 1954) provides that the tax base shall in- 
clude “any charge for coverings and containers of whatever nature, and 
any charge incident to placing the article in condition packed and ready 
for shipment.” Sometimes questions arise as to whether a particular charge 
is a packing charge or a sale of a taxable and a nontaxable article as a unit. 
In the latter case, the Revenue Service holds that only the portion of the 
sales prices allocable to the taxable article is subject to tax. For example, 
if a phonograph record is sold in the usual paper envelope, the cost of the 
envelope is a packing charge and the whole sales price is subject to tax. 
However, if a record is inserted in an elaborate booklet of several pages 
which describes the historical background and setting of the recorded com- 
a book) and a 


position, it is at least arguable that a nontaxable article 
taxable article (a record) have been sold as a unit. 


If there is an agreement that the manufacturer will refund to the pur- 
chaser a specified amount upon return of a container, tax is nevertheless pay- 
able on the entire sales price. However, the manufacturer may claim a 
credit on his excise tax return for the month in which the refund is made 
for the portion of the tax paid on the amount refunded. 


Depending on their nature, transportation charges may be required to 
be included in the tax base. If incurred for the benefit of the manufacturer 
they are required to be included. If incurred for the benefit of the customer, 
they may be excluded. Thus, the cost of transportation from factory to manu- 
facturer’s warehouse must be included in the tax base. If a manufacturer with 
several warehouses ships from a surplus stock to a depleted stock, this trans 
portation is for the benefit of the manufacturer and must be included in the 
tax base. If a manufacturer receives an order for which there is insufficient 


stock in the local warehouse and ships part of the order from the warehouse 
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and part from a distant factory, all transportation charges, including those 
from the distant factory, may be excluded. 


The rules relating to transportation also apply to such charges as insur- 
ance, handling and installation. It a manufacturer insures the article while 
it is in storage, that is for his benefit and the expense may not be excluded 
from the tax base. If the manufacturer insures it after it has been sold and 
while in transit to the customer, that is for the benefit of the customer and 
hence excludible. 


The Revenue Service has adopted the attitude, supported by the courts, 
that a warranty charge with respect to which the customer has no option 
must be included in the excise tax base. However, the courts (General 
Motors supra) have gone on to say that the manufacturer may claim a credit 
in his return for the month in which he makes expenditures under the war 
ranty for the tax attributable to the warranty expenditure. If the purchase 
of a warranty is optional with the purchaser and he pays a separate fee for 
it, transaction is a sale of a taxable article and a nontaxable article (the 
warranty policy) and the latter charge is not subject to tax. 


Royalty payments and import duties are specifically included in the base 
for manufacturers’ excise tax. Charges for amortization of the cost of tools 
and dies may be excluded from the selling price if title thereto passes to the 
customer by written agreement. If title remains in the manufacturer, such 
charges must be included in the sales price. 


Trade discounts are generally granted unconditionally by the seller at 
the time of sale by reason of purchase in wholesale lots or some similar 
reason. Such discounts may be properly deducted from the list price to 
compute the tax base. In the case of cash discounts it is not usually known 
at the time of sale whether the customer will avail himself of the discount 
offer. Therefore, the excise tax must be computed on the gross selling price 
at the time of sale but a refund or credit may be claimed at the time the cash 
discount is allowed to the customer. Volume discounts and price protection 


agreement refunds are to be handled in the same manner as cash discounts 


Manufacturers’ advertising and selling expenses may not be deducted 
from the excise tax base. Where a cooperative advertising fund is set up 
from contributions by the customer and the manufacturer, the customer’s 
contribution may be excluded from the tax base if it is billed separately or 
listed separately on the invoice and if any unexpended funds are returnable 
to the customer. If it is not billed separately or is not returnable to the 
customer, it must be included in the tax base. If the customer makes expendi- 
tures for local advertising which is at least in part for his (the customer’s) 


benefit and is reimbursed by the manufacturer, the manufacturer, at the time 
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of reimbursement, is entitled to a refund or credit of the tax on the amount 
reimbursed to the customer to the extent tax was paid thereon in the first 
instance. If the customer’s share was excluded from the tax base, the manu- 
facturer may claim credit for only his own share of the later payment. If 
the customer’s share is included in the tax base, the manufacturer may claim 
credit on the total amount of the subsequent payment. If the customer inserts 
advertising in a local newspaper and the advertisement bears only the name 
of the manufacturer, no refund or credit is allowed to the manufacturer 
when he reimburses the customer for this type of advertising. 


EXEMPTIONS 

Classification of Exemptions 

There are four types of exemptions from manufacturer’s excise tax. 
These are all statutory and reference should be made to the statute for the 
details of each exemption. They are as follows: 

1. Exemptions based on nature of article. 

2. Exemptions based on place of delivery. 
3. Exemptions based on nature of seller or buyer. 


4. Exemptions based on buyer’s use. 


Exemptions Based on Nature of Article 
These are specific statutory exemptions and therefore the applicable sec- 
tion number of the 1954 Internal Revenue Code has been inserted after each 
item. The exemptions are as follows: 
1. House trailers or tractors (Sec. 4063). 
2. Certain sized tires and tires with internal wire fastening (Sec. 4073). 
3. Sporting goods measuring in length less than the dimensions speci- 
fied (Sec. 4161) i.e., essentially children’s toy sporting goods. 
4. Professional and commercial type X-ray still and motion picture 
cameras and films (Sec. 4173). 
5. Certain machine guns and short-barrelled fire arms (Sec. 4182). 
6. Retail sale type cash registers (Sec. 4192). 
7. Articles subject to retailers’ excise tax on jewelry (Sec. 4221). 
8. Radios, television sets, phonographs, automobile radio or television 
sets, and combinations thereof which are of a non-entertainment type. 
Exemptions Based on Place of Delivery 
Articles for export or shipment to a territorial possession of the United 


States which are, in due course, so exported or shipped, are exempt from 
manufacturers’ excise tax. In order to qualify for this exemption the goods 














Problems Relating to Manufacturers’ Excise Taxes 


must actually be exported. If the goods are stolen or destroyed en route to 
the port of embarkation, they will not be exempt. Even if destroyed in the 
territorial waters of the U. S. while the ship is under way, the exemption will 
not apply. However, if they are destroyed on the high seas prior to arrival at 
the foreign port, they will probably still qualify for exemption. In order to 
qualify for the exemption the manufacturer must obtain proof of exportation 
such as a copy of export carrier’s bill of lading, landing certificate of foreign 
customs officer, etc. 
Exemptions Based on Nature of Seller or Buyer 
Generally, this type of exemption relates to sales to the U. S. Govern- 
ment, States and political subdivisions and representatives of foreign gov- 
ernments. The specific exemptions are as follows: 
1. Articles of native Indian handicraft manufactured or produced by 
Indians on Indian reservations, in Indian schools, or under juris- 


diction of U. S. Government in Alaska (Sec. 4223) 


~ 


2. Firearms, pistols, revolvers, shells and cartridges purchased witl 
funds appropriated for military department (Sec. 4182) 

3. General exemption for U. S. and possessions as to articles purchased 
for their exclusive use if imposition of tax will cause substantial bur 
den or expense that can be avoided by granting the tax exemption, 
and if full benefit of exemption will accrue to U. S. (Sec. 4293). 

+. Musical instruments sold or resold for use of religious or non-profit 
educational institutions for exclusively religious or educational pur 
poses ( Secs. 4152 and 6416). 

5. Articles sold or resold for exclusive use of State, Territory of U. S.., 
or political subdivision thereof, or District of Columbia (Secs. 4224 
and 6416). 

6. Articles sold to ambassadors, ministers, other diplomatic represent 

atives of foreign governments (other than consular officers), and 

members of their families and households (Rev. Rul. 296, 1953-2 

Cum. Bull. 325). 


The last item above applies to all Federal excise taxes including admissions, 
cabaret, dues taxes, etc. 
Exemptions Based on Buyer's Use 

Sales to other manufacturers for their use in manufacturing a taxabl 
article or for use as a component of a taxable article are exempt if the vendee 
gives the vendor an exemption certificate certifying that he will use the 
article for further manufacture. Similar treatment is accorded to a middle 
man who will in turn sell to a further manufacturer. This exemption is not 
applicable to tires, inner tubes, automobile radio and television sets. 
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Articles sold or resold for use as fuel supplies, ships’ stores, sea stores 
or equipment on U. S. or foreign warships and military aircraft are exempt. 
Also exempt are such articles sold for use on ships in fishing and whaling 
business and the shipping business in foreign trade, between Atlantic and 
Pacific ports in the U. S. and between the U. S. and its possessions. Civil 
aircraft in foreign trade or trade between the U. S. and its possessions are 
included but foreign registered civil aircraft are included only if the country 
of registry grants reciprocal privileges to U. S. civil aircraft. 


Public Law 367, effective September 1, 1955, exempted the following 
from manufacturers’ excise tax: automobile parts and accessories (other 
than tires, inner tubes and automobile radio and television sets), refrigera- 
tor components, radio and television components and camera lenses which 
are sold to a purchaser for use in the manufacture of any article, whether 
or not such article is taxable. Also exempt are sales of these items to a 
middleman who will sell to a manufacturer of any article, taxable or not. 


REFUNDS AND CREDITS 


The law and regulations contain procedures for claiming credits or re- 
funds of overpayments of manufacturers’ excise taxes, arising through error, 
purchase of tax-paid raw materials, discounts, allowances, etc. Since the 
rules governing these procedures are quite complex, questions relating to 
credits or refunds should be referred to the Company’s tax experts. 











EVALUATION OF 
INTERNAL CONTROL’ 


By E. D. McMILLAN 
Partner, United Kingdom firm of Price Waterhouse & Company 


The evaluation of internal control is a vital process in any type of audit— 
external or internal. This article covers the requirements of this evaluation 
from the standpoint of the English public accountant. Our readers will un- 
doubtedly be interested in the writer's viewpoint, particularly as to some of 
the comparisons and observations that are made relating to United States 
practices. 

HE evaluation of internal control is a task which has to be performed 

both by internal auditors and by accountants in public practice y ‘\ether 
in their capacity as auditors or as advisers on accounting organization and 
methods. 


I propose to deal with the subject primarily from the standpoint of inde- 
pendent auditors in the ‘hope that this will be of interest to you as internal 
auditors, not only because you have a similar job to do but because in 
performing this part of an audit there is considerable scope for mutual assist- 
ance between internal and independent auditors. 


Moreover, as accountants in practice are experiencing an increasing de- 
mand from their clients for advice on management accounting, I should also 
like to touch briefly on the evaluation of internal control for that purpose. 


DEFINITION OF INTERNAL CONTROL 
I have been unable to trace references to internal control in any of the 
standard auditing textbooks used in this country. There are, of course, fre- 
quent references to internal check, but the term ‘internal control’ is commonly 
used to indicate something broader in scope. ‘Internal control’ has been 
defined in notes issued by the Council of the English Institute as 
‘the whole system of controls, financial and otherwise, established by the 
management in the conduct of a business including internal check, 
internal audit and other forms of control.’ 
\ committee of the American Institute of Accountants has defined internal 
control as comprising 


*Delivered at a meeting of the London Chapter of Tue Institute or INTERNAL AvDI- 
rors. Reprinted from The Accountant, April 7, 1956 
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‘the plan of organization and all of the co-ordinate methods and meas- 
ures adopted within a business to safeguard its assets, check the accuracy 
and reliability of its accounting data, promote operational efficiency and 
encourage adherence to prescribed managerial policies.’ 
The definition of internal check in the English Institute’s notes is 

‘the checks on the day-to-day transactions which operate continuously 
as part of the routine system, whereby the work of one person is proved 
independently or is complementary to the work of another, the object be- 
ing the prevention or early detection of errors and fraud.’ 


\s the definitions of internal control which I have quoted suggest things 
beyond the scope of accountancy, I should like to restrict my contribution to 
our discussion to the evaluation of accounting control, although I am well 
aware that both independent and internal auditors are often required to deal 
with wider problems of control. Even within this restricted meaning, internal 
control means something broader than internal check and is designed to 
ensure that accounts prepared for the management or proprietors are reliable 
and informative; also that, subject to the limitations of accountancy, the 
concern’s property is safeguarded against unnecessary loss. It is therefore 
concerned with errors of accounting principle as well as arithmetical dis- 
crepancies and with loss of all types of assets, not only of cash or the 
equivalent. 


Although the term ‘internal control’ is generally accepted and under- 
stood, it seems to me that the use of the word ‘internal’ is unfortunate, since 
it implies that there is such a thing as external control in day-to-day opera 
tions whereas, obviously, any effective day-to-day control, whether by the 


proprietors or the management, must be from inside the organization. 


I have been told that two or three years ago you discussed a paper on 
the relationship between the internal and statutory auditors; to avoid en 
croaching on this subject, I should therefore like to refrain from dealing with 
the evaluation by the statutory or independent auditors of that part of 
internal control which is in the form of an internal audit 


AUDITING TECHNIQUE AND THE DEVELOPMENT OF INTERNAL CONTROL 


An effective system of internal control which ensures the presentation of 
reliable accounting information will obviously accomplish what might well 
be regarded as the duty of the independent auditor. Is the auditor who satis 
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fies himself that the system is effective therefore relieved of some of his 
responsibilities? Obviously the auditor must examine all material items in 
the accounts in some detail, but in order to consider his responsibility in con- 
nection with routine transactions it is necessary to review the historical 
development of auditing technique and to consider how it has been affected 
by the parallel development of internal control. It has been recognized for 
more than half a century that it would be quite uneconomic for the auditors 
of a large organization to check and vouch every transaction which has 
taken place during the period of the accounts. To go back no further than 
1895 there was evidence of this in the London and General Bank case in 
which the following statement about the duty of an auditor was made by the 


judge: 


‘Where there is nothing to excite suspicion, very little inquiry will be 
reasonable and quite sufficient ; and, in practice, I believe business men 
select a few cases haphazard, see that they are right and assume that 
others like them are correct also.’ 
The auditing textbooks written during the first quarter of the present 
century give the impression that although the learned judge referred to ‘a 
few cases’ it was generally felt in the profession that in order to perform his 
duty an auditor must vauch and check a material proportion of transactions 
Such tests were designed more to discover errors or discrepancies than to 
find out the procedures employed, although, of course, attention was paid to 
evidence of procedures such as the initials of the persons responsible for 
checking or authorizing a voucher. 


The proportion of transactions tested varied according to circumstances 
and to the auditor’s assessment of the value of internal check, but in the 
majority of cases the auditor must have commenced his task with the knowl 
edge that there were probably arithmetical errors in the bookkeeping and 
transactions unsupported by vouchers. His tests would therefor be designed 
to ascertain the extent of these discrepancies and he might even decide, for 
instance, to check a substantial proportion of the personal ledger postings 


Internal control in industrial concerns, as we know it today, is something 
which has grown up in comparatively recent years, largely to cope with the 
problem of managing concerns which, owing to amalgamations and general 
economic progress, have greatly increased in size. This development has 
taken place both in this country and in the United States and a statement 
on auditing standards approved by the American Institute in 1948, laid 
down that 

‘there is to be a proper study and evaluation of the existing internal con- 

trol as a basis for reliance thereon and for the determination of the result- 
ant extent of the tests to which auditing procedures are to be restricted.’ 
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On the same subject, a committee on auditing procedure of the American 
Institute stated in 1951 


‘The ordinary examination incident to the issuance of an opinion re- 
specting financial statements is not designed and cannot be relied upon to 
disclose defalcations and other similar irregularities, although their dis- 
covery frequently results. In a well-organized concern, reliance for the 
detection of such irregularities is placed principally upon the maintenance 
of an adequate system of accounting records with appropriate internal 
control.’ 


DUTY OF THE AUDITOR 


These statements indicate that in the U.S.A., as in this country, the 
evaluation of internal control is now regarded as an important part of the 
duty of an auditor and suggest that the auditor, having satisfied himself 
that the internal control over a particular class of transaction is satisfactory, 
need not carry out any further detailed checking of transactions in that 
class. The statements also suggest that the purpose of evaluation is more 
to ascertain the extent to which the system ensures the reliability of the 
accounts than whether it provides safeguards against relatively minor defal- 
cations (although, of course, a good system would perform both these 


functions ). 


In comparing the duties of auditors in the United States and in this 
country it must be borne in mind that the liability of an American auditor 
depends primarily on his contract with his client, whereas normally the 
duties of an auditor of a company in the United Kingdom are to make the 
examination and present the report required by the Companies Act or arise 
from the duties so laid down. For this and other reasons there may be dif- 
ferences in the scope of the detailed examination of similar concerns, but 
in both countries the nature and extent of the examination are determined 
largely by the result of an evaluation of internal control and in carrying out 
the examination itself the auditor pays particular attention to the procedures 


employed by the staff of the concern in dealing with the transactions. 


The use of good systems of internal control is by no means confined to 
the larger concerns ; even in a small business one frequently finds that close 
personal supervision exercised by a director, partner or proprietor makes a 
strong contribution to a good system. To deal with the other extreme, there 
are many cases where the auditor feels it to be his duty, in the absence of 
sufficient control, to carry out what is almost a completely detailed audit. 
This may apply not only to relatively small concerns, but to those dealing 
with large sums of money but employing only a small accounting staff, e.g. 
a large investment trust 
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PURPOSE OF EVALUATION 


The purpose of the evaluation of internal control by an independent 
auditor in this country is, therefore, to enable him to form an opinion as to 
the extent of the examination he must make in order to report on the ac 
counts and for that purpose to do what is reasonable towards satisfying him 
self that there are no undisclosed irregularities of such importance as to 
invalidate the general fairness of the view presented by the accounts. 


An auditor has the duty under the Ninth Schedule of the Companies 
Act, 1948, of reporting whether proper books of account have been kept by 
the company, and Section 147, although it does not give a direct definition 
of ‘proper books of account,’ makes it legally necessary for a company to 
keep 

‘such books as are necessary to give a true and fair view of the state 

of the company’s affairs and to explain its transactions.’ 

Nevertheless, a clear report by an auditor does not necessarily signify that 
he is completely satisfied with every detail of the system of internal control 
For his own primary purpose he carries out sufficient examination to cover, 
so far as they concern that purpose, matters over which he finds the internal 
control to be defective. He normally regards his responsibilities as fully met 
if he brings the defects to the attention of senior officials or of the directors 
in order that appropriate action may be taken by them to put matters right 
Where the deficiency in internal control is of such a nature that in spit 
of his own examination the auditor feels that the accounts may be materialh 
inaccurate he would, of course, refer to the matter in his report to the 
members. 


ESSENTIAL FEATURES OF INTERNAL CONTROL SYSTEM 


In order to be able to evaluate internal control, one must obviously hav: 
a clear idea of what one expects to find in a good system. According to a spe 
cial report by the committee on auditing procedure of the American Insti 
tute in 1949, the characteristics of a satisfactory system of internal control 
would include the following : 

A plan of organization which provides appropriate segregation of 
functional responsibilities. 

A system of authorization and recording procedures adequate to pro 
vide reasonable accounting control over assets, liabilities, revenues and 
expenses. 

Sound practices to be followed in performance of duties and fun 
tions of each of the organization departments. 


A degree of quality of personnel commensurate with responsibilities 
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Generally speaking, I think that these characteristics are equally applic- 
able to this country as to the United States, but there are certain differences 
in conditions in the two countries which, although they would not invalidate 
the principles laid down, may give rise to differences in the way they are 
applied in detail. 1 propose to deal with each of the characteristics in turn 
indicating some differences of this sort. 


SEGREGATION OF RESPONSIBILITIES 


The first requirement, i.e. the segregation of functional responsibilities, 
calls for organizational independence between the departments responsible 
for operation, custody of assets and accounting. The theory is that in order 
to ensure that the proprietors or management are presented with true and 
unbiased accounts showing how property has been dealt with by those 
intrusted with its custody, no-department should be completely responsible 
for recording its own operations. The segregation of duties, however, is not 
in itself sufficient; there must also be provision for reasonably frequent 
checks on the actual existence and condition of the property. These checks 
should preferably be made by a person who is not responsible either for the 
custody or accounting, although in some cases a dual check by two or more 
persons so responsible may be satisfactory. Physical checks of the more dur 
able assets like plant and machinery should be regarded as equal in im- 
portance to physical checks of current assets like stock, but owing to the rel 
ative infrequency of transactions it is not usually regarded as necessary to 
carry them out so often. 


In the United States it is usual for the custody of cash and securities to 
be segregated completely from accountancy and to be made the responsibility 
of an official usually known as the treasurer who, like the chief accountant 
or controller, is one of the executives immediately responsible to the top 
management or board of directors. In this country, although it has long been 


recognized that the cashier should not be responsible for a1 


y accounting 
records other than those recording day-to-day cash transactions, it is 
unusual, except in some of the largest concerns, to find in company organ- 
izations an official corresponding to the treasurer ; it is usual, however, for 
the directors to exercise considerable control over the more important 
transactions in cash and securities by requiring, for instance, checks over a 
certain amount to bear the signature of one or more directors. The secre 
tary also exercises some control over such transactions and where his office 
is not combined with that of chief accountant he probably fulfils some of the 


functions of the treasurer in American companies 
CONTROL OVER STOCK AND FIXED ASSETS 


\part from the exception I have mentioned, I think it can be said that 


the principle of the segregation of accountancy from custodianship and from 


Evaluation of Internal Control 43 


operation is accepted in this country as it is in the United States; in fact, 
this is almost essential if double-entry bookkeeping is used. It is by no means 
universal, however, to find that the accounting records provide the means 
for periodical checks on the physical existence of assets or that these checks 
are, in fact, carried out. 


There are probably many concerns, for instance, which do not maintain 
inventory or stock accounts and still rely entirely on an annual stock-taking 
to ascertain the quantity and value of their stock. One usually finds that the 
reason why a concern does not maintain proper book records of the value of 
stocks is either that it is unable to produce reliable costing information or 
that its costing system is not properly integrated with the other accounting 
records. 


In such circumstances it seems to me that the auditors must regard the 
internal control as defective, not only because there may be material errors 
in the amount of stock stated in the accounts but also because of the absence 
of a valuable check on possible defalcations or other losses. They must, there- 
fore, take whatever steps they think necessary to satisfy themselves ; in most 
cases this involves a great deal of detail work on the stock sheets and on 
transactions during the period which might otherwise be regarded as un 


necessary. 


Similarly, there are concerns which do not maintain detailed registers of 
their fixed assets such as plant and machinery. In such cases the auditor will 
have to give special attention to the method used to ensure that retirements 
are properly dealt with, but whether or not he need take a serious view of 
the matter will depend upon the circumstances, including the value and 
nature of the assets and the degree of physical control which can be exer 


cised over them by the management 


ACCOUNTING MANUAL 

The second requirement of a satisfactory system of internal control 
which I mentioned was an adequate system of procedures. In America this 
seems in all large companies to imply a written plan or manual which is, in 
effect, the book of rules of the accounting organization. In this country it is 
not uncommon, even in concerns where a good system is in operation, to 
find that there is no accounting manual in existence. One of the matters to 
which the auditor therefore applies himself is an inquiry into the nature 
and effectiveness of the system in use. Although the absence of a manual 
may make such an inquiry laborious, it is difficult to visualize circumstances 


great 


in which the auditor, although satisfied with the system, would apply g 


pressure on the management to get it committed to writing. Most auditors, 
I think, would judge the system on its own merits and not regard it as 
deficient merely because it is not embodied in a manual. 











44 The Internal Auditor 


DIVISION OF DUTIES AND PERSONNEL 

The third requirement of sound practices in the performance of duties 
and functions involves a division of duties so that no one person will handle 
a transaction from beginning to end. This is the sort of thing that is covered 
by the term ‘internal check’ ; the measures employed are stated in most text- 
books on auditing and ought to be used in most businesses. 


Some of the precautions taken against fraud in American concerns, 
however, are not usually regarded as necessary here. For instance, in the 
United States an outside company operating an armoured-car service is 
frequently employed to pay wages; although this system has the advantage 
of giving protection against robbery, few British concerns would feel it 
necessary to call in an outsider to take part in the payment of wages and 
protect them against fraud -by their own employees. American systems are 
also frequently rather strict in requiring checks to be mailed to the payees 
by departments other than those responsible for requiring or drawing the 
checks. Although it may be desirable to do this where it fits reasonably 
well into the office routine, 1 am not sure that we would always regard this 
as essential in the United Kingdom where the crossing of checks and gen- 
eral banking practice ensure that there is little danger of the proceeds being 
obtained by anyone other than the named payee. No doubt the more strin- 
gent methods of dealing with check payments which are usually found in 
\merican systems are required partly because of the comparative ease with 
which the person in possession of a check can obtain payment. 


The general crossing of checks has no legal force in the United States 
and neither paying nor collecting bankers appear to take the same sort of 
precautions as bankers in this country to protect their customers against 
fraud by employees. Consequently, a person in possession of a check, even 
if he has difficulty in obtaining payment from the bank on which it is drawn, 
would have little difficulty in cashing it elsewhere in that country as there 
are check-cashing agencies which, for a small fee, will cash checks for 
anyone. 


The fourth requirement of employing personnel of a quality commen- 
surate with their responsibilities, suggests an ideal which is not always pos- 
sible to achieve under conditions of full employment. It is, however, as far 
as I know, customary for British concerns to take up references in order to 
ensure that new employees are of proved integrity, and as a further precau- 
tion, employees who handle cash and other valuables are usually covered 
by fidelity insurance. 


AUDITOR’S METHOD OF EVALUATION 
Having considered very briefly the essential features of a good system 
of internal control, I should now like to think about the technique to be em- 
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ployed by auditors in finding out the essential facts about the system, since 
this must be a preliminary to evaluation. It should be borne in mind that it is 
not always sufficient for an auditor merely to make inquiries and base his 
evaluation on what he is told; he should take whatever steps are reasonable 
to verify it. 


The approach of independent auditors to this problem is frequently in- 
formal. At the first audit inquiries are made into the system and the neces- 
sary notes are made; then at subsequent audits it is left to the senior account- 
ant in charge of the audit to draw the attention of his principal to shortcom 
ings in the system so that any necessary changes in the audit program can 
be made or the matter can be taken up with the management, whichever is 
appropriate. To avoid the danger that under these conditions a proper re- 
view of internal control may be overlooked when questions which seem to 
be of greater importance arise in the course of the audit, it is sometimes felt 
that there is scope for the use of some form of questionnaire or check-list on 
internal control prepared, if practicable, in a form which can be used by the 
auditor on a number of his audits. 


In some cases the questionnaire is combined with the audit program 
and sets out in appropriate sections firstly, the answers to questions designed 
to ascertain the safeguards which are in force and, secondly, the test-checks 
which have been carried out in order to verify that the answers are correct. 
In America, I understand that the questionnaire is sometimes handed to the 
chief accounting officer with a request that he will supply the answers, but 
I hardly think that this procedure can be popular with chief accountants. In 
any case, I think the answers should properly be obtained from the people 
who are responsible for the detail work and are probably in a better position 
than the chief accountant to know the procedures actually carried out. 


USE OF QUESTIONNAIRE IN PRACTICE 


There can be little doubt that in the audit of a concern with a number 
of branches or subsidiaries performing similar functions the use of a stand 
ard check-list or questionnaire will have considerable advantages since it 
will ensure that a uniform standard is applied in evaluating internal control 
at all locations ; it will also save time which would otherwise have to be spent 
in planning each examination. This would also apply to an auditor whose 
practice consists of clients who can be divided into groups broadly similar 
in function, organization and size; for instance, a firm might have one ques- 


tionnaire for its manufacturing clients and one for its retailing clients. 


Here in London, owing to the diverse nature and size of our clients’ 
businesses and accounting systems, it would be difficult to frame a compre- 
hensive and detailed questionnaire without including a large number of 


questions not applicable to any individual case; this would be tiresome as 
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well as a waste of time and paper. One has only to think of the different 
points which would have to be considered in evaluating the internal control 
of the following which might be regarded as typical clients of a London firm 
of accountants : 


a clearing or merchant bank; 
an investment trust or finance company ; 


firm of stockbrokers, solicitors or architects ; 


a 
a charity ; 

a departmental or chain store ; 
a manufacturing concern ; 


an insurance company ; 

a rubber, tea or mining company ; 

an import or export merchant house ; 

a wholesaling business. 
Quite obviously those responsible for the audit of each of the concerns | 
have mentioned, if they are to use a questionnaire dealing with all necessary 
points of detail, would have to use one ‘tailor-made’ for the particular job. 
Whether to use a standard form of questionnaire is obviously a matter for 
each firm to decide on the facts of its own practice. In many cases the answer 
might be to issue standard instructions setting out the general line of inquiry 
into internal control supplemented by a specimen questionnaire as a model 
which would serve to illustrate the general principles and might, at the dis- 
cretion of senior members of the staff, be wholly or partly used in appropriate 


cases. 
OBSERVATIONS AND TESTS 


Whether or not a questionnaire is used, it is still necessary for the audit 
staff to carry out a proper review of internal control and besides asking 
questions they should make whatever observations and tests are reasonable 
to verify that the answers given are correct. Auditors sometimes feel, how- 
ever, that in an audit where the system changes very little from year to 
year it is unnecessary to review the whole system in detail each year, and 
that it is more effective to deal with certain sections so that the whole sys- 


tem is COV ered over a period of, Say, three years. 


It is normal practice in the U.S.A. for the independent auditor to ob- 
serve the stock-taking and this is normally done here and in other countries 
where a concern is a subsidiary of an American company. In appropriate 
cases such an observation might well be carried out as part of a review of 
internal control. It has for a long time been a not uncommon practice for 
independent auditors to attend the payment of wages. In appropriate cases 
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it might also be useful to them in their review of internal control to be 
present when mail is opened or when transactions with customers are tak- 
ing place. With cooperation from the staff of the concern they can arrange 
to observe various routine tasks as they are carried out and thus obtain a 
better grasp of the system as it is operated in practice than they can obtain 
by checking completed transactions. 


Whatever observation is carried out it should, however, be supplemented 
by tests of completed transactions. The proportion of such transactions 
which should be tested is always a matter for careful assessment by the audi- 
tor in the light of all the circumstances and I should be reluctant to mention 
any proportion as likely to be generally appropriate. It may be of interest to 
note that the American C.P.A. Handbook puts forward with reservations a 
suggestion that the amount of checking carried out in order to prove ade- 
quacy of internal control would probably be not less than 10 per cent nor 
more than 25 per cent of that required for a detailed audit; but (rightly in 
my view) it does not commit itself on how much is required for a detailed 
audit. 


A recent publication of the American Institute entitled A Case Study on 
the Extent of Audit Samples gives programs formulated by eight differ- 
ent accountants to deal with this problem for a hypothetical concern. It 
shows that there were wide differences in the extent of the testing consid- 
ered necessary. In this country a similar survey would undoubtedly also 
show wide variation and one is left to conclude that the proportion of trans 
actions tested must, therefore, be a matter for individual judgment in each 
case ; it should, however, be sufficient to ensure that the transactions tested 
represent a fair sample having regard to the period covered by the audit 
and the various types of transaction undertaken by the business 


MANAGEMENT ACCOUNTING 


I have attempted to deal with the evaluation of internal control mainly 
from the standpoint of an accountant acting as independent auditor, but, a 
I mentioned in my opening remarks, practising accountants are receiving, 
on an ever-increasing scale, requests from their clients for advice on man 


agement accounting. 


Although the approach to this work is somewhat different from that of 
an auditor, the question of internal control is a most important consideration 
The object of management accounts is to give all those concerned with the 
management of the business as much information as possible to assist them 
in making decisions and an efficient system must give not only information 
regarding the financial position of the concern and its past trading results, 
but also a variety of useful statistics and estimates which are required by 
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the various executives. As important decisions may be made on the basis of 
such information it must be produced quickly and accurately. 


The professional adviser must make a careful and detailed examination 
of the requirements of the business to ascertain what information the man- 
agement needs and to decide upon the methods which should be used for its 
production, bearing in mind the necessity for both speed and accuracy. He 
would no doubt consider whether the introduction of some form of mechan- 
ized accounting, including, perhaps, electronic accounting machines, would 
improve the efficiency of the system and would enable the information re- 
quired to be available earlier than would otherwise be the case. He would 
also consider whether the internal control was adequate to ensure the accur- 
acy of the information. 


The internal control required for this purpose, however, usually goes 
beyond what an auditor would consider essential, as a proper system of man- 
agement accounts usually embodies a number of inherent controls which 
may not be required in a system which is designed simply to record the finan- 
cial transactions necessary for the production of the annual accounts. For 
instance, effective controls are provided by the budgets of sales, production, 
and so on, which are features of management accounts. Moreover, informa 
tion which is derived from the accounting records is made available to tech- 
nicians and others whose knowledge provides a further check on it. 


CONCLUSION 

I have attempted to deal in a general way with the evaluation of internal 
control from the point of view of an accountant in practice, but I am well 
aware that the point of view of internal auditors may be very different. For 
one thing, the attitude of directors and management towards accountancy 
and internal control is liable to differ as between companies which employ 
internal auditors and those which do not. The very fact that a company has 
an internal audit staff at all seems to suggest that those responsible for man- 
agement regard internal control as of importance. One usually finds that 
quite apart from its internal audit, such a company has a good system of 
internal control. 


Unfortunately for accountants in practice, good systems of internal con 
trol are by no means universal, but the increasing demand for advice on 
management accounting which I have mentioned seems to suggest that 
there is a growing tendency amongst managements to regard modern ac- 
counting techniques as a valuable instrument. It is only when accounting 
control is used in this way that a great deal of unnecessary drudgery can be 
eliminated and the continuous overhaul of the system by internal auditors 


and its periodic overhaul by the independent auditors assume full importance. 











THE THURSTON AWARD 


Report of a committee appointed in June 1956 by the Planning Commit 
tee of Tue INSTITUTE oF INTERNAL AvupiTors to review, clarify and amplify 


the terms and conditions of this award. 


HE Planning Committee of Tue INstirute or INTERNAL AvupbiToRS 

decided that the readers of Tue INTERNAL AvupiTor should have mort 
specific information regarding the Thurston Award. In June 1956 it ap- 
pointed a committee to review the subject. The committee was to recommend 
any necessary changes in criteria or methods of selection or administration, 
and to advise the readers of THe INTERNAL AvupiTor of its conclusions. By 
presenting these facts, it was hoped to stimulate a greater interest in compet 
ing for the award. 


The report is now submitted. It deals with all aspects of the award and 
concludes with a summary of recommendations. 


OBJECTIVES OF THE AWARD 


The Board of Directors of Tue Institute established the award in 
March 1951 as a tribute to the memory of John B. Thurston, its first na 
tional president and an eminent authority in the field of internal auditing 
The award is made annually to the author of that article published in Tut 
INTERNAL AUDITOR which is voted to be the outstanding paper in the field 
of internal auditing. 


The Board hoped, threugh this award, to benefit the membership of 
Tue Institute, the profession and the publication by providing an added 
stimulus to submit papers and by recognizing outstanding contributions to 
the literature of the profession. 


PUBLICATION 

The award was originally based on papers selected for publication in 
Tue INTERNAL AupiTor for each year ending June 30. As the prize is pre 
sented at Tue INsTITUTE’s annual conference, and because the conference 
dates were recently changed, it was decided in May 1955 to select the win 
ning article from issues of THE INTERNAL AvupiTor ending March 31 each 
year. 


Publication is a prerequisite for selection for the award. It is therefore 


of interest to explain the method of selecting articles for THe INTERNAL 
AUDITOR. 
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Members of the Editorial Committee review papers received by THE 
INsTITUTE’S office. The criteria for selection are: usefulness and value 
to readers ; quality of writing ; presentation and clarity ; technical soundness ; 
and any additional factors which merit publication. Orthodoxy is not a 
criterion. Contentious material is often, in fact, most desirable as a stimulus 
for professional thought. 


Papers selected for publication may not always be printed in the next 
issue going to press. By holding over articles for a later issue, it is often 
possible to create a better balance and to protect against over-specialization in 


any one issue. 


The customary layout of the articles is to print them in two groups: 
‘technical articles’ and ‘Student’s Department.’ 


The committee recommends that articles published in the Student's De 
partment of the publication be given equal consideration to those published 
in its technical pages. Articles of outstanding quality are frequently pub 
lished in this section because of their special interest and value to educators 


and students. 


SELECTION GROUP 


The Board of Directors designated the Editorial Committee to select 
the paper for the award each year. In May 1955, the chairmen of the Edu 
cational Committee and Research Committee were invited to join the 
selection group. 


PERSONAL ELIGIBILITY 

Three of the six award winners were INSTITUTE members or subscrib 
ers to the publication; the other three were not. The Committee considers 
this precedent as to eligibility desirable as a means of recognizing contribu 


tions of those who are not members of the profession. 


The Committee further considers that only the following persons shall 
be ineligible for the award: 
members of the selecting group, as later described ; 
the managing director, the president and the immediate past president 
of Tue INSTITUTE. 


CRITERIA FOR SELECTION 


The Board of Directors decided that there should be no set requirements 
as to subject, presentation or number of words. Selection should be based 
upon general consideration of the originality and value of the article as a 
contribution to the advancement of the philosophy, the practice and the lit 
erature of our profession. 
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The committee considers that more specific criteria should be defined in 
line with these broad principles. These should serve as a guide for writers 
who submit articles for publication. The criteria cover two areas: the value 
of the subject matter and the quality of its presentation. 


With regard to subject matter, articles should deal directly or indirectly 
with internal auditing, and they should contribute to professional literature 
in advancing practical knowledge or theoretical concepts. Articles most likely 
to qualify will generally fall in the following categories : 

(1) Those Dealing with the Extension of Practical Applications 

The value of internal auditing as a profession depends largely on its con- 
tribution to the organizations it serves. Practical achievement above all things 
is the measure of its success. Articles in this area deal with the development 
of techniques which enhance the value of internal auditing as a tool of man- 
agement. They may deal with the extension of auditing practice into fields 
which it does not traditionally cover; they may deal with procedures and 
practices which improve effective performance, create better results, or pre- 


serve quality while reducing audit costs. 
(2) Articles Which Propound or Develop Auditing Concepts 


Internal auditing is dynamic. As business and other enterprises develop, 
so must auditing broaden its scope and its horizons. Articles which introduce 
and instill new thinking, and which lead toward a broader understanding of 
existing thought, are of high value. They contribute both to the profession 


itself and to the thinking of educators who are training its future members 
(3) Articles Dealing with the Strengthening of Audit Administration 


Underlying the execution of efficient auditing, there are many auxiliary 
devices which the auditor must use; staff selection and recruiting ; staff man 
agement ; training ; programming ; the development of manuals ; human rela- 
tions; ethics; to mention a few. The quality of professional performance 
can be bettered through a thorough understanding and use of these aids. 
Articles in this field are of practical value to the auditor. 


While these areas are specified as offering opportunity for original and 
constructive articles, they are not presented as a means of limiting the field 


of endeavor. Rather they are expressed as a guide to future contributors. 


Second to subject matter is the criterion of readability. The message con- 
veyed by the article should have impact and hold the readers’ attention. 
This calls for good organization of the material, clarity of expression, and 
effective style. 











2 The Internal Auditor 


SOURCES OF ARTICLES 

The award was granted first in 1951 and has been made in each succeed- 
ing year. Of the six awards made to date, only one was made to an internal 
auditor who was in actual practice when the award was granted. Perhaps 
this has been caused by a natural modesty on the part of internal auditors ; 
perhaps there is a lack of understanding as to the type of article which 
would qualify for the award. It is hoped that this report will help to clarify 
these doubts. 


Officers of Tue INstitruTe’s chapters should engage more energetically 
in urging and assisting their members and guest speakers to submit contri- 
butions for publication. Members have prepared much good material for in- 
formal discussions, panels and technical papers at chapter and regional meet- 
ings. If they suitably adapt the style of this material, recognizing that tech- 
nical articles call for more formal treatment than oral presentations, they 
would add greatly to the quality and quantity of articles now received for 
publication. The assistance and leadership of chapter officers should provide 
a wealth of good contributions to the pages of Thr INTERNAL AuDITOR. 


RECOGNITION 


The Board of Directors decided that the award should take the form of 
a useful article of lasting value, rather than a plaque, cup or medal. The 
retiring president of Tne INsTITUTE presents the award at the banquet of 
each annual conference. The prize winner is also recognized by the publica- 
tion of his article in the booklet of technical papers delivered at that con- 
ference. 


The committee considers that THe INstiruTE should issue press releases 
to newspapers in the area where the winner lives and works. It considers 
also that, in recognition of the part played by chapter officers, there be re- 
corded against the name of each chapter listed in the Year Book the dates of 
Thurston Awards won by its members. 


SUMMARY OF RECOMMENDATIONS 
The principles and criteria established by the Board of Directors for the 
Thurston Award appear on page 9 of the June 1951 issue of THe INTERNAL 
\upitor. They are fully covered in this report, and the committee considers 
them fundamentally sound. However, in amplification, it makes the follow- 
ing recommendations: 
1. Continue the practice, established in May 1955, of selecting the 
article from the quarterly publication ending March 31 of each year 


? 


Select from articles published in the Student’s Department in addi- 
tion to those appearing in the technical section of the publication. 





wn 
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Continue the practice of considering all authors eligible for the award, 
excluding only the managing director, president and immediate past 
president of Tue INstiTuTE, and the members of the selection group. 
Continue as members of the selection group the chairmen of THE 
INSTITUTE’S committees on education and research. 
In selecting the winning article, give special consideration to the 
criteria outlined in this report. 
Stimulate, through chapter leadership and assistance, the submission 
of more articles from Tue INstiTUTE membership and guest 
speakers. 
Give added publicity to each annual award, including permanent 
chapter recognition in the Year Book. 

M. B. T. Davies, Editorial Committee Chairman 


F, A. Cooper, Educational Committee Chairman 
A. H. Kent, Research Committee Chairman 














THE ROUND TABLE 


Edited by DONALD T. BARBER 











This is a forum for the exchange of actual experiences in internal audit- 
ing that have resulted in significant savings, increased efficiencies or the 
rendering of some special service to management. Every one of our members 
has several such experiences in his background. By sharing those experiences 
we will be “Earning our Opportunity” to serve our managements in new 
and better ways. 


Since the experiences are factual, names of contributors will be published 
only with permission. Please send contributions to 
The Round Table 
The Institute of Internal Auditors 
120 Wall Street 
New York 5, N. Y. 


* * * * * 


INTERIM REPORTS 


When an audit assignment is lengthy, useful benefits can be gained by pre 
paring interim reports. These reports are informal—perhaps by memoran- 
dum or by word of mouth. They should be presented at meetings to allow a 
full discussion, both for acceptance of the audit findings and for initiating 
corrective action where weaknesses are disclosed. 


This procedure enables the auditor to present his findings while they 
are still fresh in his mind. The interim reports contain material which can 
be condensed or copied into the final report, and so save time in the final 
stages. It permits the auditor to report achievement where his interim recom- 
mendations receive prompt attention. It limits the extent of the conference 
work at the end of the job. And, because the “auditee” is kept in the picture, 
it helps to strengthen relations between him and the auditor. 


The judicious use of this practice can result in a brief final report, con- 
fined to significant matters, and therefore more easily readable. All the minor 
matters will have been dealt with at the intermediate stages. The working 
papers will be well documented, and wind-up phase of the assignment can 
be concluded with a minimum of additional work. 
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CLEARING TICKS 


Many years ago, when checking postings from a book of original entry to 
a subsidiary ledger, a young auditor made a secret sign—a “clearing tick”’ 
at the foot of each page to denote that he had checked every posting on that 
page. This was at an interim audit. When the final audit was made, one of 
his colleagues noted that he had slipped. On two pages there were postings 
that had not been checked, despite the clearing tick. 


The first auditor hated to admit error. So he checked back on these two 
entries, which reflected allowances to customers for goods returned. He 
checked personally with the customers ; found that they had paid in cash to 
the bookkeeper when he visited them to collect these small accounts. The 
bookkeeper had pocketed the money. Further examination showed even 
more irregularities by the same employee. 


Because of this experience, clearing ticks were used as a matter of regu 
lar practice . . . not only at interim audits, either. For a bookkeeper may 
often borrow a book while it is in the process of being audited, or during the 
lunch-hour, or at other times when the auditor is not present. 


HOW TO SAVE $18,000 A YEAR 


The internal auditor of a large oil refinery during his review of the material 
accounts found that large quantities of anhydrous ammonia, a fluid used in 
the manufacture of petroleum products, was being purchased in both tank 
cars and in drum lots. The cost in tank car lots was four cents a pound; in 


drums the cost was seventeen cents per pound or almost four times as much 


Upon further investigation he discovered that the tank car purchases 
were received at a large central storage tank at one end of the refinery. The 
drums were being delivered to an isolated unit at the other end of the refin 
ery. During the first year or so of operation only small quantities of am 
monia were used at this unit, but as production increased so did the use of 
ammonia until at the time of the audit large quantities were being consumed 


The auditor in his report suggested that studies be immediately under 
taken with a view to creating facilities so that all ammonia would be received 
in carloads. In a short time a pipe line from the central storage was extended 
to the unit. Studies were made of this same problem at two other of the 
Company’s refineries. 


In this way, by increasing the receiving facilities and purchasing by car 
load instead of drum lots, an annual saving of $18,000 resulted. And this be 
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cause the internal auditor used a little reasoning when he looked at the 
entries in a stock ledger instead of just trying to verify their accuracy. 


CONTROLS THAT ARE EXPENSIVE 
Sometimes controls that cost very little in additional cash outlay can be 


expensive when judged by standards of lost production and delay. A case 
in point is the way we used to deal with our coupon redemptions. 


After the coupons were cashed in by customers they were sent to a dis- 
trict sales office. Here the coupons were sent to the General office for re- 
imbursement. The idea behind establishing records at the district offices 
was that in case a customer should call and complain about not receiving a 
check they would have a record of pending payments. The record would 
also balance the coupons sent in by a salesman against his expense report 


The thing that was not realized was that the delays caused by handling 
the coupons in the district office were the reason for the customers’ com 
plaints. Requests were also starting to come in for additional office help t« 
provide for the work in counting and recording the coupons. 


The whole problem was resolved by working out a plan to furnish the 
salesman and our customers with pre-addressed manila envelopes. Coupons 
are now forwarded direct to the General office. Here they are counted by 
automatic machines. Reimbursement checks are issued promptly by I.B.M. 
equipment. 


As a result of eliminating one useless control we have saved duplicate 
labor in handling. This is conservatively estimated at $10,000 a year plus 
considerable postage expense, and perhaps more importantly, better cus- 
tomer service by a one to four day speed-up in handling time. 

Frank E. Walker 
Gerber Products Company 
Fremont, Michigan 


MATERIAL HANDLING 
Excerpts from an audit report: 

(a) During the auditor’s observations of operations he found that forg 
ings are loaded on pallets within the freight car. They are then 
transferred to the ground, unloaded from the pallets, and stacked in 

the yard for storage. Subsequently the forgings must be re-loaded on 
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pallets and transferred by lift trucks to the factory department for 
machining. 

It was suggested to the plant manager that palletizing these forgings 
for storage would reduce the labor cost of unloading 50% and the 
cost of delivery to machine by 75%. The estimated weekly saving 
is $250. This suggestion has been put into effect. 


(b) It was observed that inter-plant trucking is contracted for on an 
hourly basis. Because of delays in loading and unloading the costs 
for shipments vary from six to nine cents a pound. The costs are 
consistently higher for one company compared with another. The 
auditor suggested, and the plant manager agreed, that loading and 
unloading facilities be improved, and further that preference be 


given to the trucking company operating at the lower cost. 


Robert F. Mead 
The Oliver Company 


Chicago, Il. 


TEAMWORK PAYS OFF 

With our accelerated decentralization program it became apparent that we 
must stress uniformity between offices. For this purpose we set up what we 
call an “Audit Team,” even though only two members of the auditing de 
partment are on it. This team for the past two years has consisted of nine 
men from the home office staff. They have sufficient authority to report to 
management not only on the quality of work performed but also to measurt 
matters of judgment. 


The Audit team consists of representatives from Auditing, Policy Serv 


ice, Methods and Research, Claims, Tabulating and Underwriting 


In the case of our company I am convinced that this team makes a 
worthwhile contribution to our success. While the men from other depart 
ments operate on these teams under the control of the General Auditor, each 
man examines his own department but is free to call in another member of 
the team when procedures or functions overlap. This teamwork has paid 


off in uniform standardized operations. They are flexible enough to be 


moulded easily to special local conditions 


Mark K. Shaw 
Farmers Insurance Group 
Los Angeles, Calif 
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FORMS CONTROL 


Because an insurance company deals in service no problem exists concern- 
ing inventories of manufactured goods as is the case with companies in 
other fields of endeavour. But we do deal in lots of paper. And we can waste 
a lot too—both in over ordering, inadequate forms and obsolescence. Our 
forms supply audit is used not so much to prove the accuracy of the records 
but to reduce losses. When this audit program was first instituted we 
found one office with enough of some forms to last 15 years. Some advertis- 
ing material was not in current demand. It was destined to sit on shelves for 
years. As the result of our audit numerous changes in ordering procedure 
were made resulting in considerable saving in money, and of much needed 
space. 

Mark K. Shaw 

Farmers Insurance Group 

Los Angeles, Calif. 











STUDENT’S DEPARTMENT 


Articles in these 21 pages are compiled because of their special help 
and interest to students. 


Edited by STANLEY J. BLAZNEK 











CHALLENGE 


One of the definitions of the word “Challenge” is to claim as due; to 
demand as a right; to lay claim to. This may very well apply to the aggres- 
sive individual who is presently in the fortunate position of being a member 
of a well-directed internal audit staff of a company whose operations may 
include manufacturing or merchandising and which is directed by a well- 


organized management team. 


Normally, a member of an Internal Audit Department has a good basic 
educational background and by diligently applying himself to the assign- 
ments and responsibilities delegated to him, soon gains the respect of his 
associates as well as management personnel of areas audited. Through con 
tact and service with all levels of organization, he is afforded the opportunity 
to gain a thorough knowledge of the business as a whole and how each de- 


partment contributes to it. 


The results of his accepted productive efforts gain for him the right to 
demand promotion—not literally by personal request but indirectly through 
recognition and mutual confidence of his capabilities by executives and 


management personnel with whom he has direct contact 


To lay claim to and maintain the promotion requires the assumption of 
additional related responsibilities and the successful fulfillment of them, 


which again presents a challenge for broader achievements 
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COORDINATION OF INTERNAL AND 
EXTERNAL AUDITING AT 
INTERIM AND YEAR END 


By R. H. MASSOPUST 
Manager, Peat, Marwick, Mitchell & Co. 


The author, being a member of the public accounting profession, offers in 
this paper a good explanation of the respective responsibilities of internal and 
external auditing. An objective of internal auditing should be to coordinate 
its work with that of the public accountants in such a way as to eliminate 
duplication of effort. Not for the purpose of reducing the public accountant’s 
fees, but to obtain the most effective audit coverage for every dollar spent by 
the client and employer respectively. 


Coordination of the internal and external auditing programs is no acci- 
dent—it requires a great deal of advance planning and understanding be- 
tween the internal and external auditors. It will be readily apparent from 


consideration of the degree of coordination we have achieved with various 
clients that it is impossible to set forth any magic formula. Our experience 
has varied tremendously, even between companies of approximately equal 
size engaged in similar businesses. We haven't yet gone as far as to walk 
in on the morning of January first, sign the annual report and then return to 
our office; but we do have engagements in which the internal auditors 
actively participate in a great many phases of our work. From a very high 
degree of coordination, our experience varies all the way down to the point 
where the only contact we might have with the internal auditors is to review 
their programs and reports. I think the fascinating things about this subject 
is that a successful program of coordination requires a very active imagina- 
tion both on your part and on ours. Each company is different and demands a 


tailor-made plan to achieve a really effective program. 


On the positive side, of course, is the fact that we are both trained in 
accounting. We talk the same language, and theoretically there is little 


work we perform that you are not also technically qualified to undertake. 


RICHARD H. MASSOPUST is a graduate of Carleton College and Harvard 
Graduate School of Business Administration. He joined the Minneapolis staff of Peat, 
Marwick, Mitchell & Company in 1947 and is, at present, Manager in that office 


Mr. Massopust is associated with Minnesota Society of Certified Public Ac 
countants, The National Association of Cost Accountants, and is Chairman of the 
Public Relations Committee of The 


American Institute of Accountants 
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Over recent years, as we have gained experience with your work we have 
also gained confidence in it. 


On the negative side of the picture, we must always keep in mind that 
coordination of internal and external audit programs does not mean that you 
will audit the liabilities and we will audit the assets, or that you will assume 
the responsibility for cash while we will assume the responsibility for receiy 
ables. Such a program is obviously impossible, in view of our independent 
responsibility to stockholders and other interested outside parties. In order 
for us to render an independent opinion we must examine and test every 
phase of the accounting for the year under review. While it is true we may 
be able to modify the extent of our tests, based on the work you perform dut 
ing the year, the fact still remains we must also be satisfied that our faith in 
your work is justified at all times. For this reason the work of the internal 
auditors must also be subject to our review. 


Now there are some other factors which may be either positive or 
negative, depending on how your particular internal audit staff rates on these 
points : 

1. Independence enjoyed by the internal audit department. Do you have 

a free hand in determining the scope of your work? 

2. Type of personnel. Do you have people trained in auditing ? 

3. Adequacy of programs. Are they written programs and are they 
comprehensive in scope ? 

+. Audit workpapers. Are they kept as a permanent record, and are they 
well set up and informative ? 

5. Reports. Are they well written’ Do they contain suggestions for 

revision and improvement of existing procedure, and is a rigorous 


follow-up made on exceptions and suggestions ? 


There are some occasions when I almost hesitate to discuss coordina- 
tion of internal and external auditing as a cost reduction factor, because 
some people immediately jump to the conclusion that public accountants’ 
fees should be cut in half when such a program is successfully undertaken. 
It is understood that the salaries paid to the internal auditors and the fees 
paid to the external auditors are only part of the evaluation. The motivation 
behind a well coordinated audit program involves a price tag, to be sure, but 
we must evaluate also the product received in return. Our objective should 
be to combine our respective auditing efforts in such a way that your com- 
pany receives the greatest return for each auditing dollar it spends, whether 


it be for internal or external auditing services. 


The examples of coordination that I subsequently cite may have no 


application to your situation, as they may conflict with your organizational 
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set-up or with your own thinking on the subject. However, they have worked 
out well in some situations. | offer them only in the hope that some of these 
examples might apply to your situation, or that they will serve to spark a 
new idea, or that they will prompt you to tell the rest of us how you accom- 
plish effective coordination in these or other areas. 

This job of coordination is not something we turn on and off during the 
year. To produce the desired results we must be in touch with you con- 
tinually throughout the year, as you are probably our best pipeline into 
the accounting affairs of your company. 


I mentioned earlier that a program of coordination requires a great deal 
of planning. This planning should commence right at the start of the year. 
At this time we should sit down and review our plans for the entire year. 
We, of course, like to see you get a complete coverage of all accounting 
locations, plants, and branches, at least once in each year. We like to see you 
rotate the dates of examination, and from time to time rotate the in-charge 
auditor. Advance planning of your visits is beneficial to us also, as it per- 
mits us to schedule our personnel in such a way that they are available 
when you take up your examination at a particular location. We can then 
have the benefit of your assistance in every way possible during our interim 
work. We expect, of course, to be advised of any changes in itinerary as 
they occur throughout the year. 


The beginning of the year is also the best time to review the results of 
last year’s work. Were some areas weak? Did we unnecessarily duplicate 
some of our work, and do either of us have any suggestions for improvement ? 
We like to think that we are advised currently of any proposed changes in 
accounting procedures and that we are called in to discuss any possible audit 
implications occasioned by the change, but such is not always the case. You 
likewise should be in on the ground floor and be consulted prior to the in- 
stallation of any major change in accounting procedures, but I think it’s safe 
to say that you too are not always so advised. However, you are in the field 
every day; and when you run into accounting changes which necessitat 
a change in your program, it’s a safe bet that our program should likewise 
be changed. We would appreciate hearing from you on these matters as 
soon as they turn up, so that we can sit down and jointly decide the best 
manner in which to handle any revisions. As you can well appreciate, much 
of our time can be wasted in the field if we have issued to our people pro 


grams that are not up-to-date in all respects. 


We found in several instances, and I think it has worked out very well, 
that the internal auditor serves as a most useful liaison between the account 
ing department and ourselves during the year. As you know, we must have 


analyses of certain accounts from both the balance sheet and the income 
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statement. If we inform you early in the year of the accounts we desire, you 
can follow through to see that they are analyzed currently so the analyses 


are available when we walk in for our interim examination 


Throughout the year we like to receive copies of your audit reports and 
from time to time review certain of your workpapers. We are particularly 
anxious to determine the scope of your work and the extent of your tests, 
as this information is of great value to us in determining the scope of our 
own audit program or in altering our program in the light of findings indi 
cated in your reports. If your program relating to certain accounts is com 
plete and your report indicates that the accounts are in a satisfactory condi 
tion, we are justified in modifying our audit procedures to some extent 
However, if your audit report contains many criticisms and exceptions, we 


have no alternative but to increase the scope of our work 


\s a substantial portion of the audit time on any engagement is usually 
spent in the verification of cash, receivables, and inventories, these are log 


ical areas for us to search for ways to coordinate our programs 


Though the audit of cash necessitates a vast amount of detail work, it 
has proven to be a difficult area in which to reduce the amount of our par 
ticipation to any substantial degree. Nearly every transaction eventually 
finds its way to the cash book, either as a receipt or as a disbursement. The 
cash account is, therefore, the very heart of all business; in order to get 
the feel of just how a particular enterprise is functioning, we cannot spend 
less than a certain amount of time, no matter how much cooperation we 
receive from you. There are certain areas in which you can assist us, and 
we should of course make use of these opportunities. Where simultaneous 
cash counts at the same or several locations are required, it is advantageous 
to have members of the internal audit staff work with us under our supet 
vision. Then, too, in companies having numerous bank accounts and petty 
cash funds, it is effective to have confirmations prepared under the directiot 
of the internal audit staff and delivered to the external auditor for mailing 


We are sometimes asked to have personnel of the internal audit staff 
assigned directly to us for certain detailed cash work. With cash work, as 
you well know, most of our tests are evidenced only by the accountant’s 
initials in the program. In our position, it could prove most embarrassing to 
have the initials of an employee of our client as the only evidence of work 
done. To combat this obvious defect, it would be necessary to have the 
internal auditor set up workpapers and schedules which we could review and 
test check as evidence that the work had been properly done. While it is true 
that by this procedure we could reduce the amount of our time, the over 


all audit time would be increased by the necessity of having the internal 
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auditor prepare a permanent record of his work. Now if the existence of an 
internal audit staff is solely to reduce fees paid to the public accountants, I 
guess we would have to say that this approach might be successful. How- 
ever, if our goal is to obtain the most value for each auditing dollar spent, 
then I believe that perhaps this method falls somewhat short. Another ap- 
proach to our problem is the consideration that we, the public accountant, 
must perform certain audit operations in order to render our certificate. 
This being true, it is a duplication of effort for the internal auditors to per- 
form the identical operations. I have in mind the confirmation of bank bal- 
ances at the year end: it may be that, since we will perform this work, it 
is unnecessary for the internal auditors to request such confirmation during 
the year. 


Many of you have probably worked out satisfactory arrangements for 
coordination of procedures for the confirmation of receivables. The principal 
considerations are that we must know that the basis of your selection of 
accounts to be confirmed is similar to ours, that some large and some small 
balances are selected, that consideration is given to the selection of delin- 
quent and past due accounts, and that mailing procedure is adequate. An 
effective confirmation program on your part means that we are justified in 
cutting down on the number of requests we must send out. A type of pro- 
gram that works out very well, for locations which we may visit only at the 
year end for inventory observation but which you may visit on an interim 
basis, is to have you send us at that time a trial balance and selected con- 
firmations. We can check out the confirmations, control the mailing, satisfy 
ourselves as to adequacy of the coverage, and test check the trial balance 
to the detail ledger cards when we visit the location to observe inventory. 
Such an arrangement serves to reduce our out-of-town work, thus minimiz- 
ing expenses to some degree. 


The clearing of accounts receivable exceptions is often a sticky and time 
consuming task. In most engagements it has.worked out very well to turn 
those exceptions over to you for proper explanation and follow-up. We, of 
course, like to have these confirmations returned to us with detailed explana- 
tions in writing. 


Work on inventories, particularly as to the observation of physical in- 
ventories, is an area in which you can help us a great deal, especially in 
those instances where your company has numerous inventory locations. With 
your help we can materially reduce the number of locations we must visit. 
There are also opportunities to reduce the amount of work we have to do in 
the testing of unit prices and extensions of inventories. 

From time to time your staffs will undoubtedly undertake special exam- 


inations, such as prepaid insurance, pay rolls, surveys of certain internal 
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control procedures, and the like. When such special examinations are con- 
templated, we should be advised so that we can modify our program accord- 
ingly. 


We have found your services to be valuable also in those instances where 
our test checks of a certain operation indicate that we may have hit a weak 
or soft spot. Rather than expand our program at this point, if we can call 
you in to make these additional checks, we can realize a substantial saving 
in our time. I have in mind an instance where our checking of year end in- 
ventories disclosed many errors. We were disturbed, of course, because our 
test covered only a few of the numerous inventory locations. The internal 
auditors were called in and worked many, many hours to establish the cor- 
rectness of these inventories. In this particular case, the overages and short- 
ages tended to offset each other pretty well in the aggregate, and had no 
material effect on the balance sheet or the income statement. The fact re 
mains, however, that our test checks indicated that there might be a sub- 
stantial overage, and until we were satisfied on that point a clean certificate 
would have been impossible. By utilizing the internal audit staff we were able 


to satisfy ourselves, and to do so without much further effort on our part. 


In instances where the number of accounting locations is few, the 
internal audit staff is generally pulled out of the field at the year end so as 
not to have your regularly scheduled examinations conflict with our visits 
Where such a procedure is followed, you can be of a great assistance to us 
at the year end in the preparation of workpapers and in coordinating the 
work of the accounting department so that we receive the analyses we re- 
quire in accordance with the pre-arranged time schedule. We can use you 
for trouble-shooting purposes, and for the preparation of certain informa 
tion that we may present in our detailed reports. You, of course, are much 
more help to us than accounting department clerical help, as you are more 
familiar with our procedures and requirements. 


In a company where there are numerous accounting locations we may 
utilize your help to the best advantage by having you make complete exam 
inations of certain locations at the year end, thereby reducing the number 


of locations at which we must be present. 


In conclusion, I believe it is clear that coordination of the internal and 
external auditing programs can be accomplished in a variety of ways, the 
degree of coordination we achieve being dependent upon many, many factors 
I think the important thing to realize is that we still have a long way to go 


ven situa 


before we reach the desired goal. The course we choose in each g 


tion is perhaps uncharted, and we must continually try out new ideas until 


we find the solution which is tailor made to your particular situation 
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AUDITING STANDARD COST AND 
EXPENSE BUDGETS 
By L. EDWARD MICCA 


Director of Budgets, The National Supply Company 


The purpose of this article, which the author capably conveys, is to briefly 
review the principles involved in developing standard costs, including a 
review of the information sources normally used in their computation, and 
to outline the requirements for a detailed audit of the three elements of 
product cost ; i.c., material, direct labor and burden. 


A standard cost system assumed is based on completely engineered 
standards. However, the general approach developed may be applied with 
equal ease and validity to standards based on past averages or selected his- 
torical experience. 

AUDITING PRODUCT STANDARD MATERIAL COST 

Product standard material cost is developed from two factors: price 
and quantity. The price factor is discussed under the heading of “Standard 
Material Cost” and the quantity factor under the heading of “Standard 
Material Allowances.” 


Standard Material Cost 

Calculation of standard material prices, the first step in developing 
standard material cost, requires the establishment of normal purchasing 
quantities for each item of raw material in the inventory accounts. It is nec 
essary that these normal purchasing quantities be realistic in terms of manu- 
facturing considerations and that they are realistically priced. Their devel- 
opment should, therefore, be a joint effort of the Purchasing, Industrial 
Engineering, Production Control and Accounting Departments. 


ig 
Auditing the standard materia! costs can be accomplished in two steps. 
The first step is a review of the normal purchase quantities established for 
each item of inventory to be sure that these are not only realistic quantities 
but that they also tie in with the standard manufacturing quantities used 
in the development of product cost. Having checked the accuracy of this fac 
tor, the second step involves checking the accuracy of standard purchase 
prices (including freight cost based on the normal purchasing quantities 
now established) for each item of raw material in the inventory accounts. 
In reviewing these standard prices, the auditor should ask for the source 


data used in their development. This data should be obtained from the 
Purchasing Department since it is that department’s responsibility to de- 
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velop these prices based on the normal source of supply. Since a date is 
normally established on which new standard purchase prices are to be 
predicated, the auditor should check the prices as of that date against the 
vendor’s published catalog or the vendor’s invoices on file for these materials. 
If neither of these is available, the auditor should ascertain from the vendor 
the applicable prices on the established date. 


After these steps have been completed, the auditor should be able to con- 
clude whether or not standard purchase prices have been developed in ac- 
cordance with company policy and represent the prices in effect. If the con- 
clusion is positive, the audit of standard material cost may be carried to its 
conclusion by: (1) checking the application to the standard cost card, 
(2) pricing of the raw material inventory, and (3) subsequent analysis of 
any purchase price variances that develop. 


Standard Material Allowances 

Having determined the “Standard Material Cost” for each item of raw 
material in the inventory accounts, it is now necessary to develop and audit 
the “Standard Material Allowance” for each product in the product line. 
With this latter factor accurately measured, it is a simple matter to com 
plete the audit of product standard material cost. 


The first step is to develop the standard material specifications for each 
product. Developing these specifications, as a rule, is the responsibility of the 
Engineering Department. Next, on processing operations, it is necessary to 
develop what the standard yield losses would be in order to determine the 
standard gross material allowance of a product. In certain industries it is 
necessary to develop these by the type of scrap loss which will be incurred 

For example, in the seamless pipe industry it is necessary to determine 
for each size and grade of product (1) what the standard loss will be from 
descaling and scarfing operations to remove surface defects in the steel 
blooms, (2) standard scale loss in the furnace operations, (3) loss due to 
defective pieces of pipe produced and (4) loss due to cutting the ends of 
each piece of pipe, etc. The standard material allowance should take into 
account separately each type of yield loss in preference to one overall average 
vield loss. The reason for this is that the gross material cost of the product 
is credited with the standard value of the scrap losses. Since the value of the 
scrap depends upon the type, there is a substantial difference between scale 


scrap prices and pipe scrap prices. 


The standard specifications and yields used in developing the standard 
product material allowances are developed by the Industrial Engineering 
Department. It is the auditor’s responsibility to first check the standard 
material specifications by comparing the specifications issued for a product 
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against the actual materials that have been used. If they do not agree, further 
investigation is necessary to find out whether this was due to using materials 
other than those specified or to changes in the specifications. 


The standard yield allowances developed for each product should then 
be reviewed. This can be done best by comparing them with the actual expe- 
rience over a period of time. If this comparison reveals major differences in 
any of the yield factors between the standard established and the actual, it 
does not necessarily mean that the standard as developed is wrong. There 
is always the possibility that the actual performance may have been either 
very poor or exceptionally good in any one period. All these factors must 
be weighed in reaching a conclusion. The auditor, being satisfied that the 
standard material allowances have been accurately established, should com- 
plete the audit of the standard product material cost by checking to deter- 
mine that the standard material prices were accurately applied and extended 


to both raw materials and scrap allowances. ( Figure 3, page 79). 


AUDITING PRODUCT STANDARD DIRECT (OR PRODUCTIVE) LABOR COST 


Product standard direct labor cost is, like product standard material 
cost, developed from two factors, quantity and price. The quantity factor is 
discussed under the heading of “Standard Times” and the price factor under 


the heading of “Standard Direct Labor Crew Rates.”’ 


Standard Times 


Development of Standard Times requires that the following be estab 
lished for each of the operations required to process each product: (1) 


Engineered standard running times, (2) Engineered standard set-up times. 


It is, of course, assumed that for each product, standard preduction 
routings have been established listing the required operations in proper 
sequence according to standard practice, and that engineered standard 
running times have been established for each such operation. Such stand 
ard routings and running times should give separate consideration to each 
of the various productive operations performed on each product. (Figures 
1 and 2, pages 76-78). All operations, from the raw material to the fin 
ished product must, in each case, be identified. A further required step is 


the establishment of standard order quantities to absorb the studied standard 
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set-up times into the product standard cost. The importance of this step lies 
in the fact that the standard quality established for the absorption of set-up 
time can radically affect the total cost of the product. If, to consider one 
aspect of this relationship, selling prices based on standard costs are estab 
lished, serious distortions in price relationships might ensue if the allow 


ances for set-up time in the costs have been established incorrectly. 


An example of the effect on machine set-up cost on the unit cost of a prod 
uct will serve to clarify the foregoing remarks. Assume that the product is 
to go through six different machine operations and that set-up time for eacl 
operation is two hours, or a total of twelve hours. Assume further that the 
average labor and burden cost per hour of machine set-up time amounts to 
$25. Thus the total cost for set-up time amounts to $300. lf a standard order 
quantity of 100 pieces is assumed, the per unit set-up cost is $3.00. How- 
ever, if a standard order quantity of 1,000 pieces is established, the per unit 
set-up cost is one-tenth the former amount or thirty cents. Thus the im 
pact on the earnings report of pricing on the latter basis and producing on 
the former is apparent. 


Standard Direct Labor Crew Rates 


Development of standard direct labor crew rates (the price factor in 


the “product standard direct labor cost”) requires a determination of the 
type and number of personnel needed to meet the requirements of the above 
noted “Engineered Standard Running Times.” Once these data are avail 
able, the development of standard direct labor crew rates can proceed by 
use of the indicated occupational rates based on the union labor contracts 
currently in effect. The first step in developing standard direct labor crew 
rates requires an analysis to determine direct labor crew requirements for 
each operation. In this determination the nature of the production process 
must be considered. There are certain operations where one man operates 
two or three machines at one time. On the other hand, in certain processing 
operations the services of from one to thirty or more men may be required 


on a single operation. 


The next step is to develop standard direct labor occupational rates, 
based on the union labor contracts in effect. After the necessary direct labor 
occupational rates have been established, determination of standard direct 
labor crew rates to be applied to the “Standard Engineered Running and 
Set-Up Times” may proceed. The result of this application produces the 
individual standard direct labor cost for each operation. It is then simple 
to sum the standard direct labor cost, operation by operation, to arrive at a 
“Product Standard Direct Labor Cost.” (Figure 3, page 79.) In instances 
where productive labor is paid on the piecework rate system, the above 


procedure is unnecessary. In such cases the piecework rate is the standard 
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direct labor cost for the related operation. Other operations may have a 
combination of piecework rate plus an hourly rate. In such cases the direct 
labor standard cost becomes the piecework rate per unit plus the standard 
cost per unit computed by the application of the labor rates to the standard 
times. 


Auditing the product standard direct labor costs under the procedure 
outlined above will now be discussed in detail, indicating for each step the 
type and amount of investigation required to validate the product standard 
direct labor cost. 


1. Standard Routings (Figures 1 and 2, pages 76-78)—The auditor 
should first ascertain that the Cost Department used the proper prod- 
uct routing prepared by Industrial Engineering Department in devel- 
oping the standards. The proper routings should then be compared 
with the routings actually used on completed orders. If there is any 
discrepancy between the standard routing and the actual routing, the 
auditor should discuss these discrepancies with the Industrial Engi- 
neering Department. Such discussions may reveal (1) that the engi- 
neers have found a more economical method of routing the product, 
or (2) that it had been necessary to use substitute operations. 

2. Engineered Standard Running Times—Effective auditing requires 
that the reliability of these engineered standard running times be 
checked by comparing them with previous actual experience. If wide 
variances between the actual running times and the standard engi- 
neered times are discovered, these findings should be discussed with 
the Industrial Engineers with the objective of determining whether 
the actual times are due to poor performances or to errors in the 
computation of the standard times. 


3. Engineered Standard Set-Up Times—The auditor should be pre- 
pared to find in this area, numerous and, at times, substantial 
variances between historical set-up times and engineered standard 
set-up times. The amount of time it takes to change over the set-up 
on a machine is determined (1) by the type and size product to be 
made and (2) by the type of product and/or size of the product 
previously scheduled. Therefore, the Industrial Engineers, in devel- 
oping their set-up times, must necessarily try to anticipate the normal 
type of change. A realistic audit of this cost must, therefore, take 
into consideration the type of set-up changes actually made as com- 
pared to the standard set-up times as established against the per- 
spective of historical information or desired production scheduling 
sequences. In addition, the auditor should (a) compare standard 
manufacturing quantities as established with the record of past expe- 
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rience and review any material variations with the Production Con- 
trol Department; (b) compare accuracy of data on standard direct 
labor crews with actual past practice ; (c) check standard direct labor 
occupational rates against the labor contracts in effect at the time 
the standards were established. 


At this point, being satisfied that the standard running times and per 
unit set-up times have been accurately established, the auditor may complete 
his examination of product standard direct labor cost by checking the ac- 
curacy of the application of times and rates to the standard cost cards 
(Figure 3, page 79). 


Auditing Product Standard Burden Cost 


The material and direct labor content of product cost can, with a great 
degree of accuracy, be determined for all products. The third element, that 
of standard burden or overhead rates to be applied to the product cost, 
offers a wide difference of opinion as to the best method to allocate this cost 
to the product. The material below outlines certain accepted concepts on 
developing standard burden rates and describes what the auditor may look 
for in his review of standard burden rates. 


Developing the Normal Burden Budget 


The term “normal” refers to burden budgets developed for a one-year 
period assuming a normal activity level. Separate normal budgets are de- 
veloped for each productive and non-productive manufacturing responsibil- 
ity. These normal budgets provide the basis, as outlined later, for developing 
separate standard burden rates for each producing responsibility. These 
rates are then used, for the year in question, to allocate overhead to product 
cost. Thus they constitute a mechanism for arriving at a product standard 
burden cost that takes into account the degree to which different producing 
responsibilities were involved in the production of the particular product 


being costed. 


\ normal activity level is one sufficient to produce the volume of pro- 
duction required to provide a fair rate of return on the investment. This pro- 
duction level is translated into the number of direct or productive hours 
required per month, assuming a product mix which can be scheduled to 
maintain a fairly constant work load in each producing responsibility. The 
productive hours thus determined are compared with the actual num 
ber of direct labor hours needed to operate and support the limiting or 
key items of equipment, three shifts per day for five days per week less ten 
shut-down days for vacation and less legal holidays agreed upon in the union 
contract. If this latter conclusion is greater than that productive level re- 


quired to produce a satisfactory rate of return on investment, it is considered 
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the normal level of activity for the purpose of establishing the product stand- 
ard burden cost. The normal activity of a plant is changed only when the 
capacity of the plant is increased or decreased by the addition or deletion of 
production facilities. 


With the direct labor hours for the normal activity level established, 
allowances for the various components of burden cost are developed and a 
standard burden rate is calculated as follows: 


Indirect Labor 


The next step is to estimate, for each responsibility, the indirect labor 
crews required at the normal level of operation. The indirect labor require 
ments for operating the plant at the normal level for service, maintenance, 
overhead, utilities and producing responsibilities are determined through 
analysis of past history and conferences between department superintendents 
and budget personnel. 


Fringe Benefits 


Allowances for all payroll fringe benefits, such as workmen’s compensa- 
tion, social security, taxes, group insurance, pensions, holiday pay and vaca- 
tion wage allowances for all direct and indirect labor indicated on the normal 
budget for each responsibility are developed 
Utilities 

Standard purchase prices for all utilities are developed. Studies are then 
made of the utility requirements at the normal activity level in each responsi 
bility. Total requirements of each utility are determined and included in the 
normal budget of the individual utility responsibility. 

Operating Supplies: Repair Materials: Perishable Tools 


Variable rates per unit of measure are established for each responsibility 
and are included in the normal budget. With few exceptions, these units are 
direct labor or machine hours. 


Depreciation 


Depreciation is included in the normal budget at established normal 
depreciation rates applied on acquisition cost for all equipment, machinery 
and buildings. These normal rates apply although the equipment is fully 
depreciated or is being written off on the basis of rapid amortization. 


Property and Personal Taxes 


Property and personal taxes are included on the basis of the estimated 
cost for the year. These estimates are developed by the Tax Department. 
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Miscellaneous Classifications 


All other miscellaneous classifications of expenses are determined on an 
applicable basis and included in the normal budgets 


Recirculated Expenses 
The normal budgeted allowances for all overhead responsibilities, 
utilities, service and maintenance responsibilities are recirculated to the pro 


ducing responsibilities on the basis of standard usage practices 


Developing Burden Rates 


The total normal budgeted expenses both incurred and recirculated are 
used to develop burden rates to be used for the operations in each producing 


responsibility. 


Once the soundness of the normal budgets has been established, the next 
step is to develop the standard burden rates for the producing responsi 
bilities. (Figure 3, page 79). These rates can be further broken down within 
producing responsibilities to the “point of tool charges” for items of expense 
that can be directly applied to specific machines, together with a floor rate for 
items of a general nature. Items of expense that are normally included in 
such “point of tool charges” are: (1) Depreciation, (2) Repairs, (3) Tool 
ing, (4) Power, (5) Occupancy, (6) Personal property taxes 


Auditing Normal Burden Budget 


With the completion of the above, a major step in the development of 
standard burden rates is concluded. It is the auditor’s responsibility to review 
the development of these normal budgets to determine that they conform 
with established company policy. 


The first step in the audit procedure requires a review of the normal 
direct labor hours established for the plant as a whole and for each produ 
ing responsibility. If there is any appreciable change from those established 
in the previous year, the auditor must determine that these changes are jus 
tified. If no changes have been made, it should be ascertained that there has 
been no reason to increase or decrease these hours. 


To illustrate the importance of this point, in a review of the normal hours 
established at one plant, it was found that the total normal hours established 
in the new budget for the plant had not been changed from those of the pre 
vious year. However, during the year a major line of products had been 
moved from the plant to another location, and new products were developed 
In this change the required level of production hours was decreased consid 
erably, and the ratio of the direct labor hours in the producing responsi 
bilities was radically changed. If the normal direct labor hours had not been 
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corrected to take these changes into consideration, a large unfavorable 


variance in the affected responsibilities would have resulted. 
In addition, the editor should perform the following: 


Indirect Labor 


Review the normal indirect labor crews developed for each responsibility. 


These can be compared to past actual practices regardless of the previous 


activity level or prior year budgets. Discuss the labor crews with the shop 


superintendent to determine whether, in his opinion, they are realistic. Check 


the labor rates applied to assure they are in agreement with the occupational 


rates called for in the union contract. 


Fringe Benefits 


Determine that the proper rates were used for such items as workmen's 


compensation, social security, taxes, group insurance, pensions, etc., and 


have been applied correctly to the total direct and indirect labor budgeted. 


Utilities 


Check the total utility requirements developed based on past historical 


data and ascertain that the rates used are the current rates and not past 


averages. Discuss them with the Engineering Department. 


Operating Supplies: Repair Materials: Perishable Tools 


Determine that price changes have been taken into consideration in estab- 


lishing the variable rates per unit of measure, and that large non-recurring 


vast charges, particularly for repair materials, have been eliminated. 
£ ; 


Depreciation 


Depreciation can be checked against the rates established. Make sure 


that normal rates have been applied on the true acquisition cost. 


Recirculated Expenses 


Review the soundness of the basis used for recirculating costs from indi- 


rect or overhead responsibilities to the producing responsibilities. Determine 


that company policies were followed. 


Review and check the bases for developing the machine burden rate and 


determine that the indirect expenses allocated to each machine agree in total 


with the normal budget developed for each producing responsibility. After 


the soundness of the burden rates, as developed, has been established, verify 


that the burden rates applied on the standard cost cards are accurate 


Operating Budgets 


The difference between the normal budgets, as previously discussed, and 


operating budgets is that normal budgets reflect standard operating cost at 


a normal level of activity and are used to develop standard burden rates, 
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while operating budgets are the allowances made at the actual current level 
of activity. 


The operating budget allowance data, generally, is the same as that used 
to develop the normal budget. The only exception to this rule is when a 
major change occurs in the price of any item of expense. For example, if a 
general wage increase is granted during the interim period, the allowance 
in the future should be based on the new labor rates. 


If electric, gas or water rates are increased or decreased, the new rates 
should be used as a basis for the allowance. In other words, the units allowed 
as a rule are never changed, but the rates applied to the allowed units should 
be based on current cost. 


In auditing the budget allowances for any responsibility, the following 
are some of the items which should be checked thoroughly : 


1. Standard hours earned—tThis is perhaps the most important step 
since it establishes the budget allowance for direct labor and for all 
} 


other items of expense which are variable with productive earned 


hours. 


Y 


2. That the correct indirect labor crew allowances were made at the 

period activity level. 

3. That expenses of a fixed nature are allowed as such. 
General Remarks 

The aforementioned to this point has covered the development and audit 
ing of standard costs and normal budgets. However, the finest standard cost 
system that can possibly be developed is of no value if a company does not 
have a sound procedure for accurate reporting of production data (produc 
tion reports, time reports, requisition, etc.). Any analysis of variances would 
be worthless if the allowances were predicated on inaccurate volumes of 


production. 


It is therefore recommended that reporting procedures be subjected to 
continuous study and review to make sure that they are sound. The respon 
sibility of an auditor is not only to determine whether the standard cost and 
normal budgets have been properly developed in accordance with established 
company practices, but also to suggest to management methods that could 


improve on the practices in existence. 
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NOTES: See PROCESS Deets 2 thre 7 for SEQUENCE of MILL OPERATIONS. 
* | See CODE Sheets for PRODUCT IDENTIFICATION, 
CODE DESCRIPTION 
1 DESCALING -- Removel of scale from blooms by the use of fleme impingement. 
2 SCARFING -- Removal of surface defects from blooms by the use of « torch. 
3 CHIPPING -- Removal of surfece defects from blooms by the use of chipping 
machinery. 

“ CHIPPING — Removal of surface defects fram rounds by chipping. 

6 ROLLING ROUNDS -= The conversion of blooms into billets in the Bar Mill. 

7 HOT SIZING -- The process of reheating end running tubes through sizing rolls 
to correct size. 

6 COLD SIZING -- Running cold pipe through sizing rolls to correct size. 

i ROLLING TUBES -- The conversion of round billets into seamless tubes in the Hot Mill 

12 ROLL STRAIGHTENING BOT ROLLED TUBES -- Before cutting end/or heat tresting 
operetions. 

3 POLL STRAIGITENING QJENCHED AND DRAWN CASING -- After Selas Treatment. 

| i4 OLL STRAIGHTENING UPSET TUBES -- After upsetting and beat treatment. 

Le FRESS STRAIGHTENING HOT ROLLED TUBES -- On hydraulic press before cutting. 

16 PRESS STRAIGHTENING UPSET TUBES -—- After upsetting and heat treatment. 

1? POLL STRAIGITENING HOT ROLLED TUBES -- After hest treatment. 

16 CUTTING TO PLAIN END -- All cutting operations on tubular product to produce 
Plain End pipe. (Except coupling blanks.) 

21 UPSETTING ONE BOX END PER PIECE -- Includes Selcar coating where necessary. 

2 UPSETTING ONE MALE END OR ONE WELDING END (SPANOGWELD) PER PIECE -- Includes 
Selcar coating where necessary. 

24 GRINDING — When upset pipe develops s flash or fin, this must be ground off. 

2? SHOT BLASTING OUTSIDE ONLY. 

2 SHOT BLASTING AND/OR PEENING INSIDE ONLY. 

29 SHOT BLASTING OUTSIDE AND SHOT BLASTING AND/OR PEENING INSIDE -- (Operations 27, 
28, 29 utilize a steel grit blast to remove scale enabling better inspectia, 
prepare for plastic coating and with heavier grit to close surface “pores” 

30 FACING -- Turning the ends of pipe to present aclean square end. This operation 
applies to products which are faced but not chamfered or bored. 

31 TESTING -- This includes testing, assembling, packing, loading, stencilling, 
and oiling of finished pipe. 

32 FACING, CHAMFERING, BORING -- Turning the ends of Oi] Well Tubing, cutting a 
slight tevel or chamfer, and boring lightly to clean inside. 

33 THREADING MALE ENDS — Cutting common API type threads on product. 

34 PULL TEST -- Spangweld drill pipe test for weld strength. 

35 PAREERIZING -- Coating female end of Oil Well Tubing with Parker Lubrite. 

36 TURVING AND FORMING -- Turning down ends of Shrink Thread Drill Pipe preparatory 
to threading. 

3% TURNING AND BORING WELDS -- After tool joints have been welded on Spangweld 

Drill Pipe. Also turning down welds of API tool Jointed Drill Pipe. 
m REVISCO BT 
BOOK mune SPANG-CHALFANT | 
DIVISION OF THE NATIONAL SUPPLY CO. TRCRTS 
PRODUCT MANUFACTURING STANDARDS 
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Figure 


1.—Outlines the description of operations and the code numbers relating thereto 


in a seamless pipe mill 
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WELDING (FIN EXD) TOOL JOINT ON SPANGWELD ~— Includes stress relief at weld by 
induction beseting. 


WELDING (BOX END) TOOL JOINT ON SPANGWELD -- Includes stress relief at weld by 
induction beeting. 

APPLYING TOOL JOINTS -- Includes bucking on, shrinking on tool joints, and 
welding on API tool joints. 

REMOVING TOOL JOINTS -- (i.e. cutting off Spangweld Tool Joints.) 

MACHINE TURNING AND BORING -- Special ends and joints. 

MACHINE TAFPING -- Tapping special ends and joints on tepping machine. 

MACHINING AND THREADING MALE ENDS -- Specialty products. 

FACINS AND CHAMFERING -- Applies to facing and chamfering of Drill Pipe in the 
Finiebing-Cutting Department. 

CUTTING COUPLINGS -- Makirg coupling or accessory blanks from stock. 

BORING COUPLINGS -- Boring coupling blanks to produce Bored Couplings. 

TAPPING COUPLINGS -- Cutting thread on inside of couplings. 

GALVANIZINS -- Applying thin coat of zinc by electrolysis toprotect and lubricate 
female specialty threads. 

GALVANIZE & PAINT COUPLINGS -- Applying thin coat of zinc by electrolysis to 
protect and lubricate threads end paint outside of couplings. 

PLASTIC COATING — Coating and beking product with special pseints, ils, or 
lacquers in Responsibility 138. Applies to pipe or couplings. 

PICELING -- Removes scale - Tubes or Rounds. 

MACHINING AND THREADING BOX ENDS ---Specielty products. 

CUTTING OFF AND BORING OWE END -- Machine operstion which produces One End 
Bored Couplings. 

BORING SECQND END AFTER OPERATION #63 -- Couplings only. 

NORMALIZING -- Normalizing accomplishes grain refinement. It consists of heating 
the product above the upper critical temperature and cooling in sir. 

DRAWING -- Drawing accomplishes botb softening and toughening. It consists of 
beating product to a sub-critical temperature and cooling in air. 

ANNEALING -- Annesling accomplishes softening. It consists of heeting the 
product above the critical temperature and cooling at econtrolled rete, 

FRE-DRAW -- Pre-drawing accomplishes the relief of manufacturing 
stresses. It consists of heating product to es sud-crit l 
and cooling st a controlled rate. ONLY DONE IMMEDIATEL 

STRESS RELIEVE -- Relieves the manufacturing and cooling stresses. 






QUENCHING AND DRAWING — Quenching accomplisbes hardening. It consists of heating 
product ebove the upper critical temperature in the Seles Furnace and cooling 
very rapidly. Quenching is invariably followed by « draw. 

STRESS RELIEVE AND SIZING -- Relieves the manufacturing and cooling stresses and 
passes through sizing rolls to correct size. 

TORCH CUTTING -- Burning pipe to single random which hed been rolled double random. 
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Figure 1—Outlines the description of operations 





in a seamless pipe mill 





and the code numbers relating thereto 
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ARTICLES OF 
INTEREST 


TO INTERNAL AUDITORS 


Subject: STANDARDS OF EDUCATION AND EXPERIENCE FOR CPAs 
By: Commission on Standards of Education and Experience for CPAs 


In April 1952, there was created a Commission on Standards of Edu- 
cation and Experience for Certified Public Accountants. The commis- 
sion comprised an independent group on which accounting practi 
tioners, schools of business and state boards of accountancy were 
represented 


The results of four ytars of study are covered in this 150-page report 
Recommendations are divided between a long-range goal and a series 
of steps for a transitional period 
Five requirements are recommended as the long-range goal: 

a. College education 

b. A qualifying examination 

c. A professional academic program at the postgraduate level 

d. An internship program as part of the formal education 

e. The uniform CPA examination 
The majority of the Commission members believed that, when these 
requirements are established, the experience qualification which now 
exists in most states should be eliminated. However, during the tran- 
sitional period, experience would still be required 


The general effect of the recommendations is to place the require- 
ments for a certificate in public accounting on an almost entirely 
academic basis. There are several dissents from the recommendation, 
particularly in regard to the proposed elimination of the experience 
qualification. The statements of dissenting members are included in 
the report 


The Bureau of Business Research 
University of Michigan Press 
Ann Arbor, Michigan 

Price $2.50 


Subject: HUMAN RELATIONS SKILLS CAN BE SHARPENED 


By: Robert L. Katz, Assistant Professor of Business Administration, The 
Amos Tuck School, Dartmouth College 


Published in Harvard Business Review, July-August 1956 


To assist industry and business to alleviate some of the suspicions and 
misunderstandings which are so prevalent in the field of human rela 
tions programs, and to appraise current programs properly Mr. Katz, 
in this article, has explored systematically what the objectives of 
training must be if real and lasting improvement in administrative 
performance is to result 


SO 
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By: 


Articles of Interest 


Major obstacles to effective administrative behavior are identified and 
a ‘program is suggested which has proved useful in overcoming these 
barriers. It is a tough job to improve human relations skills—but not, 
as this article shows, an impossible one. 
» 

This formal program to improve administrative performance has four 
phases. 1. Preliminaries to better understanding: developing self- 
awareness and sensitivity to others. 2. Improve observation and 
analysis. 3. Preliminaries to better response, communication. 4. Im 
prove decision making through practice 


“The real test of the success of the program is in the degree to which 
the man’s performance in at least some of the following observable 
outcomes take place: 1. Increased productivity of the group for which 
the man is responsible, resulting in cost savings, improved quality, or 
increased profitability. 2. Improved understanding between the man 
and his superiors. 3. Greater insight into problems and improved 
judgment in predicting the results of proposed courses of action 
4. Increased readiness of the man to accept responsibility for the ac 

tions of his subordinates, admit errors not “pass the buck.” Greater 
willingness on his part to seek help in solving problems ail | initiating 
action, when necessary, even though those consulted be lower in the 
organization than he. 6. Accelerated growth and readiness for pro 
motion of at least some of his subordinates. 7. Fewer grievances, lower 
turnover, and greater satisfaction with their jobs among his subor- 
dinates 


STATISTICAL SAMPLING FOR AUDITORS AND ACCOUNTANTS 


Lawrence L. Vance, Professor of Accounting, University of California. 
John Neter, Associate Professor of Statistics, University of Minnesota. 


This book will provide a reader having little background in statistics 
with an introduction to the basic concepts of statistical s: ampling and to 
some of the statistical sampling techniques that are useful in audit- 
ing and accounting. The approach is toward the practical rather than 
the theoretical aspects of statistical sampling. The nature of auditing 
and accounting problems that must be solved before applying statisti 
cal sampling techniques is described, and alternative approaches to 
these problems are suggested 


A section of special interest to internal and external auditors is 
decision-making with statistical aids. This includes an introduction 
to statistical decision making, some important aspects of acceptance 
sampling plans, the choosing of an acceptance sampling plan from pub 
lished tables, the calculation of acceptance sampling plans and related 
considerations, and problems in applying statistical acceptance sam- 
pling methods in auditing. 


Another section deals with statistical sampling techniques as applied 
to estimation of quantitative characteristics 


Also covered are some of the organizational and operational problems 
that auditors will meet in applying statistical sampling techniques— 
such as, planning the audit, working papers for statistical procedures, 
and the training of staff members 


John Wiley & Sons, Inc 
440 4th Avenue 

New York 16, N. Y 
Price $9.00 
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The Internal Auditor 


THE FUNCTIONS OF A CLERICAL SYSTEMS GROUP 
K. G. Belbeck, Staff Consultant, Stevenson and Kellog, Ltd. 


Published in Systems & Procedures, August 1956 


“In the instances where clerical work is held up as an example of 
‘flagrant inefficiency’ it is well, in evaluating an existing system to 
try to separate the inadequacy of the system from any maladminis- 
tration.” 


The author illustrates with an example of a change made by engineers 
from Method A to Method B which was approved by management be- 
cause of reduced cost estimates. As the reduction was not forthcoming, 
another engineer presented Method C. It was then realized by man- 
agement that Method C was, to all intents and purposes, the discarded 
Method A. Neither engineer had realized that, if poor administration 
is rampant, the optimum effectiveness will never be reached—no 
matter what the method. 


Ways of establishing terms of reference and composition of systems 

groups are discussed in the article. Evaluating proposals and what 
group reports should contain are outlined briefly, and several complex 
problems are presented to effectively challenge the thinking of the 
te vy 


S.E.C. ACCOUNTING—PRACTICE AND PROCEDURE 


Louis H. Rappaport, Lybrand, Ross Brothers and Montgomery 


This book has been written to serve accountants and others faced with 
ce rtifying financial statements inte nde d for filing with the Securities 
and Exchange Commission. The organizational set-up of the S.E.C 
and how it operates are described with emphasis on those divisions 
with which the practicing accountant should be familiar. For those not 
familiar with the S.E.C. review procedure, there is a description of 
how the staff of the Commission performs its principal functions under 
the Securities Act of 1933. 


Opening chapters are primarily concerned with accounting practice 
and procedures under the 1933 and 1934 acts and include a listing of 
all registration statement and report forms that are currently in use, 
the time for filing, the type of information needed and the conditions 
relating to the use of the forms 


The rules of general application and those relating to consolidated 
statements under regulation S-X are covered in chapters 11 and 12 
Industrial companies, electric utilities companies, a retail company, 
subsidiaries and foreign companies are used among others to provide 
specific illustrations of the application of regulation S-X 


The author goes into some detail on both sides of the question often 
asked of accountants by business men “What are the advantages o1 


disadvantages of having securities listed on an exchange? 
Other topics covered in this comprehensive book are: Proxy stat 
ments, accountants certificates, independence of accountants, liabili 
ties of accountants listing procedure and reports to stockholders. 


The Ronald Press Company 
15 East 26th Street 

New York, N. Y 

Price $15.00 
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USE AND MISUSE OF EFFICIENCY CONTROLS 
Frank J. Jasinsky, Institute of Human Relations, Yale University 
Published in The Harvard Business Review 


Today, perhaps too little is known of the problems that over-reliance 
on “efficiency control” can lead to. As important and useful as con 
trols are, they need to be supplemented by other sources of informa- 
tion to be truly efficient. In more cases than not, so many “efficiency 
controls” are based on concepts of the 1920’s and 30’s that in one way 
or another the behavior of people on the job is conditioned by their 
almost single-minded observance of just two variables—pieces pro- 
duced and man-hours expended. Also, it is sometimes possible to make 
reported efficiency look better by actions that actually aggravate major 
business problems. 


In this searching article, Mr. Jasinsky points out the dangers (with 
case histories) of over-reliance on efficiency controls that include 
only quality, tool costs, inventory levels and production schedules. He 
suggests such corrective action as re-evaluation and re-education by: 
“(1) making an inventory of existing accounting reports; then taking 
a critical look at them to determine exactly what they do and do not 
reveal. (2) Determining what information is required to make cer- 
tain decisions, and what portion of this information can be supplied 
by existing or additional accounting reports. (3) Developing non- 
accounting sources and channels for information required for deci- 
4 ” 

sions. 


Mr. Jasinsky relates that the development of non-accounting sources 
and channels of information is perhaps the most vital step in any 
remedial program. He believes that it would be advantageous to 
management to treat accountants as the helpful counselors that they 
could be rather than as the final figures that they have never been. 











EMPLOYMENT SECTION 


This employment section is offered as a service to members 
and others who may be seeking employees or who may be inter- 
ested in new employment. All replies should be addressed to the 
advertiser—if the name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 
reference to the Box “E” number. Space rate on request. 








SUPERVISING AUDITOR 
A Supervising Auditor is wanted for a nationally-known 
company with diversified operations. Prefer C. P. A. 
Headquarters in New York—about 50% traveling. Salary 
$8,000-$10,000. Box E 171. 








SENIOR INTERNAL AUDITOR 
Wanted: By a large, expanding paper manufacturer. 
A graduate accountant with a minimum of four years 
auditing experience—some private experience preferred. 
Age 26 to 32. New York City with 30 percent travel for 
field audits. Good opportunity. Write Box E 172. 














AUDITOR-ACCOUNTANT 


28, Ms, 5 years diversified internal auditing experience 
with national food manufacturer. Seeks responsible audit- 
ing or accounting position. Prefers small growing company 
located in New York or Boston. No travel. Box E 173. 





























Other Publications On Internal Auditing 


(Write to publisher for further information) 





INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
H. F. L. Ltd., 66 Chandos Place, London WC2, England 





Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Collections of Conference Papers 


PROMOTING PROFESSIONAL PROGRESS 
Fifteenth Annual Conference—8 papers 


INTERNAL AUDITING FOR PROFIT 
Fourteenth Annual Conference—7 papers 


PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 papers 


NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conference—8 papers 


EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conference—9 papers 





Other Published Material 


INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 


THE FIELD OF INTERNAL AUDITING No Charge 
Descriptive booklet for Students 























